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REVENUE PROVISIONS IN PRESIDENT’S
FISCAL YEAR 1999 BUDGET

WEDNESDAY, FEBRUARY 25, 1998

HOUSE OF REPRESENTATIVES,
COMMITTEE ON WAYS AND MEANS,
Washington, DC.
The Committee met, pursuant to notice, at 1:03 p.m., in room
1100, Longworth House Office Building, Hon. Bill Archer (Chair-
man of the Committee) presiding.
[The advisory announcing the hearing follows:]
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ADVISORY

FROM THE COMMITTEE ON WAYS AND MEANS

FOR IMMEDIATE RELEASE CONTACT: (202) 225-1721
February 18, 1998
No. FC-11

Archer Announces Hearing on the Revenue
Provisions in President’s Fiscal Year 1999 Budget

Congressman Bill Archer (R-TX), Chairman of the Committee on Ways and
Means, today announced that the Committee will hold a hearing on the revenue
provisions in President Clinton’s fiscal year 1999 budget proposals that are under
the jurisdiction of the Committee. The hearing will take place on Wednesday, Feb-
ruary 25, 1998, in the main Committee hearing room, 1100 Longworth House Office
Building, beginning at 1:00 p.m.

In view of the limited time available to hear witnesses, oral testimony at this
hearing will be from Treasury Department witnesses only. However, any individual
or organization not scheduled for an oral appearance may submit a written state-
ment for consideration by the Committee and for inclusion in the printed record of
the hearing.

BACKGROUND:

On February 2nd, President Clinton submitted his fiscal year 1999 budget to the
Congress. This budget submission contains numerous revenue provisions not in-
cluded in the Administration’s budget proposals in previous years. The hearing will
give the Committee the opportunity to consider these revenue initiatives more care-
fully.

In announcing the hearings, Chairman Archer stated: “This hearing is an oppor-
tunity for the Administration to be an advocate for the revenue proposals in its
budget. Given the public reaction to the numerous tax increase proposals in the
budget, including proposals which have been rejected previously and new proposals
increasing the tax burden on savings and investment, the Administration has a very
heavy burden to carry.”

FOCUS OF THE HEARING:

The Committee expects to receive testimony on the President’s revenue proposals
from the Secretary of the Treasury or his designee, who also will be asked to discuss
general spending trends, and revenue and deficit projections, including economic
trends forecasted by the Administration.

DETAILS FOR SUBMISSION OF WRITTEN COMMENTS:

Any person or organization wishing to submit a written statement for the printed
record of the hearing should submit at least six (6) single-space legal-size copies of
their statement, along with an IBM compatible 3.5-inch diskette in ASCII DOS Text
or WordPerfect 5.1 format only, with their name, address, and hearing date noted
on a label, by the close of business, Wednesday, March 11, 1998, to A.L. Singleton,
Chief of Staff, Committee on Ways and Means, U.S. House of Representatives, 1102
Longworth House Office Building, Washington, D.C. 20515. If those filing written
statements wish to have their statements distributed to the press and interested
public at the hearing, they may deliver 300 additional copies for this purpose to the
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Committee office, room 1102 Longworth House Office Building, at least one hour be-
fore the hearing begins.

FORMATTING REQUIREMENTS:

Each statement presented for printing to the Committee by a witness, any written statement
or exhibit submitted for the printed record or any written comments in response to a request
for written comments must conform to the guidelines listed below. Any statement or exhibit not
in compliance with these guidelines will not be printed, but will be maintained in the Committee
files for review and use by the Committee.

1. All statements and any accompanying exhibits for printing must be typed in single space
on legal-size paper and may not exceed a total of 10 pages including attachments. At the same
time written statements are submitted to the Committee, witnesses are now requested to submit
their statements on an IBM compatible 3.5-inch diskette in ASCII DOS Text or WordPerfect
5.1 format. Witnesses are advised that the Committee will rely on electronic submissions for
printing the official hearing record.

2. Copies of whole documents submitted as exhibit material will not be accepted for printing.
Instead, exhibit material should be referenced and quoted or paraphrased. All exhibit material
not meeting these specifications will be maintained in the Committee files for review and use
by the Committee.

3. A witness appearing at a public hearing, or submitting a statement for the record of a pub-
lic hearing, or submitting written comments in response to a published request for comments
by the Committee, must include on his statement or submission a list of all clients, persons,
or organizations on whose behalf the witness appears.

4. A supplemental sheet must accompany each statement listing the name, full address, a
telephone number where the witness or the designated representative may be reached and a
topical outline or summary of the comments and recommendations in the full statement. This
supplemental sheet will not be included in the printed record.

The above restrictions and limitations apply only to material being submitted for printing.
Statements and exhibits or supplementary material submitted solely for distribution to the
Members, the press and the public during the course of a public hearing may be submitted in
other forms.

Note: All Committee advisories and news releases are available on the World
Wide Web at ‘HTTP:/WWW.HOUSE.GOV/WAYS__MEANS?/.

The Committee seeks to make its facilities accessible to persons with disabilities.
If you are in need of special accommodations, please call 202—-225-1721 or 202—-226—
3411 TTD/TTY in advance of the event (four business days notice is requested).
Questions with regard to special accommodation needs in general (including avail-
ability of Committee materials in alternative formats) may be directed to the Com-
mittee as noted above.

((ilhairman ARCHER [presiding]. The Committee will come to
order.

Our hearing this afternoon has been called to examine the reve-
nue provisions in the President’s budget.

I thank my colleagues in both parties for the comments, letters,
and thoughts that you have shared with me concerning the admin-
istration’s plan. And if I hear you right, the administration’s tax
hikes have met massive bipartisan opposition. And the reason is
simple: The vast majority of these proposals are not what we would
call loophole closures; instead they are proposing a series of tax
hikes on women, widows, and middle-income Americans who
save—savers—the very place where I believe we should not be at-
tacking our system.

Taxes would be hiked on millions of airline passengers, small
businesses that create jobs and manufactures that export, which



4

we desperately need more of. Rather than increasing the taxation
on companies that export, we should be talking about how we re-
duce the taxation so that our corporations are not double taxed and
can compete with foreign corporations that determine how success-
ful they're going to be in creating jobs and in sales of American
products.

I've closed abusive loopholes over the last 3 years—since becom-
ing Chairman of this Committee—and I'll continue to close them
again. But when it comes to protecting taxpayers, I have fought tax
hikes before and it looks like it is time to fight them again. Taxes
are at the highest level in our Nation’s peacetime history as a per-
cent of GDP, gross domestic product, and yet President Clinton’s
budget raises them even higher.

According to an analysis released yesterday by the Joint Commit-
tee on Taxation, the President’s budget includes 43 separate tax
hikes that raise a total of $38.9 billion over 5 years. The budget
also calls for $65 billion from an undefined increase in tobacco rev-
enues. The 10-year tax hike in this budget is $236.8 billion.

[The analysis is being held in the Committee files.]

Thirteen of these provisions are reruns that got bad bipartisan
ratings the first time they were sent up. Given the administration’s
failure to win support for these proposals in the past, I question
why the White House is trying them again. When I announced the
Committee agenda, I said if the administration makes the same tax
hiking mistakes it made in previous budgets, those hikes will be
dead before arriving. To protect the taxpayers, let me be clear—and
I could not say it more clearly—these tax hikes remain dead.

As for the rest of the tax hikes, Mr. Rangel and I have received
a letter from virtually every Committee Member urging our opposi-
tion to the proposals that increase taxes on people who save and
invest in life insurance and annuities. At a time when our Nation
should increase incentives to save, I must question why the admin-
istration is raising these taxes.

The budget calls for a $6 billion increase in airline taxes. Last
year’s budget agreement provided a long-term, stable resolution to
this thorny issue, yet the administration now wants to reopen it
and to collect more money from the traveling public. This provision
is an old-fashioned tax hike on millions of traveling Americans, and
I oppose it.

On the other side of the ledger, the budget contains a mind-
boggling series of provisions that add further complexity to the
Code. If you think the tax forms are complicated now, just wait
until the IRS gets deeper into your private life so you can qualify
for many of these new proposals.

Targeted tax cuts are a code phrase for let’s make the Tax Code
more complex. Now, I have participated myself in putting provi-
sions in the Code that added to the complexity of the Code in order
to give taxpayers relief from too high a tax burden. But I would
hope that this year we will concentrate on reducing complexities,
on simplification, and make every effort not to further complicate
the Code no matter how desirable some of these provisions may ap-

ear.

And the last thing we need to do is turn the IRS into another
Department of Energy. Didn’t we learn in the seventies when this
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Committee passed innumerable tax credits on the basis of “oh, well
we’'ve got an energy crisis,” only to find that we had to dismantle
all of them in the succeeding years because we were attempting to
micromanage the market system. And here we go again with the
President’s proposals in this budget: More complex effort to micro-
manage by energy credits of a variety of kinds.

One of the reasons that I want to change the holding period on
capital gains from 18 months to 12 months is to simplify the Code.
I've just recently looked at schedule D—the new schedule D—for
1997, and I defy the average citizen to work through that form. By
reducing the 18-month holding period to 12 months so that it is
uniform, will greatly simplify that form.

The President’s new complicated loopholes, as they are called,
are a step in the wrong direction and they will be hard to support.
It appears to me that the administration’s budget is beginning to
unravel. Unless President Clinton can convince Congress to raise
taxes on the American people, his budget will be out of balance.
Having worked so hard to get the budget into balance, we must not
return to the failed policies of the past. I intend to protect the tax-
payer; and so I urge President Clinton to abandon his unacceptable
tax hikes as well his $123 billion in new government spending.
What we should be doing is working harder to reduce wasteful, in-
appropriate, and unnecessary Federal spending. Hard-working tax-
payers should not be stuck with the bill for the return of big gov-
ernment.

[The opening statement follows:]

Opening Statement of Hon. Bill Archer, a Representative in Congress from
the State of Texas

Good Afternoon.

Today’s hearing has been called to examine the revenue provisions in the Presi-
dent’s budget.

I want to thank my colleagues in both parties for the comments, letters, and
thoughts you have shared with me concerning the Administration’s plan. If I hear
you right, the Administration’s tax hikes have met massive bi-partisan opposition.

The reason is simple. The vast majority of these proposals aren’t loophole closers.
Instead, the President has proposed a series of tax hikes on women, widows and
middle-income Americans who save; millions of airline passengers; small businesses
that create jobs; and manufacturers that export.

I've closed abusive loopholes before and I'll close them again. But when it comes
to protecting taxpayers, I've fought tax hikes before and it looks like it’s time to
fight them again. Taxes are at the highest level in our nation’s peacetime history,
yet President Clinton’s budget raises them even higher.

According to an analysis released yesterday by the Joint Committee on Taxation,
the President’s budget includes 43 separate tax hikes that raise a total of $38.9 bil-
lion over five years. The budget also calls for $65 billion from an undefined increase
in tobacco revenues. The ten year tax hike in this budget is $236.8 billion.

Thirteen of these provisions are reruns that got bad bipartisan ratings the first
time. Given the Administration’s failure to win support for these proposals in the
past, I question why the White House is trying again. When I announced the Com-
mittee agenda, I said if the Administration makes the same tax hiking mistakes it
made in previous budgets, those hikes will be dead before arrival. To protect the
taxpayers, let me be clear. These tax hikes remain dead.

As for the rest of the tax hikes, Mr. Rangel and I have received a letter from vir-
tually every Committee member urging our opposition to the proposals that increase
taxes on people who save and invest in life insurance and annuities. At a time when
our nation should increase incentives to save, I question why the Administration is
raising these taxes.

The budget calls for a $6 billion increase in airline taxes. Last year’s budget
agreement provided a long-term, stable resolution to this thorny issue, yet the Ad-
ministration now wants to collect more money from the traveling public. This provi-
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sion is an old-fashioned tax hike on millions of traveling Americans and I oppose
it.

On the other side of the ledger, the budget contains a mind boggling series of pro-
visions that add further complexity to the code. If you think the tax forms are com-
plicated now, just wait until the IRS gets deeper into your private life so you can
qualify for many of these new proposals. The last thing we should do is turn the
IRS into another Department of Energy.

Last year’s tax law made the code complicated enough. This year, our efforts
should focus on simplifying the code. That’'s why I want to modify the new capital
gains law that’s driving sixteen million taxpayers crazy as they struggle to fill out
their tax returns. But the President’s new, complicated loopholes are a step in the
wrong direction and they’ll be hard to support.

It appears to me that the Administration’s budget is beginning to unravel. Unless
President Clinton can convince Congress to raise taxes on the American people, his
budget will be out of balance.

Having worked so hard to get the budget into balance, we must not return to the
failed policies of the past. I intend to protect the taxpayers and so I urge President
Clinton to abandon his unacceptable tax hikes as well as his $123 billion in new
government spending. Hard working taxpayers shouldn’t be stuck with the bill for
the return of big government.

Chairman ARCHER. And now, I'm happy to recognize Mr. Rangel
for any statement that he might like to make.

Mr. RANGEL. Mr. Chairman, let me join with you in congratulat-
ing the administration for the great job that they have done in the
last several years in improving the economy. Federal Reserve
Chairman Greenspan believes a large part of that improvement
was due to the 1993 Budget Act. But I think we can get beyond
that and recognize this is not a Democratic victory, but a victory
for all of the people of our country. Indeed, the way things look it
may be a victory for the whole world. We're going through a fantas-
tic economic expansion. Interest rates, inflation, and unemploy-
ment are down and there’s a general feeling of prosperity—or at
least the hope that all Americans will be able to enjoy the benefits
of this economic expansion.

The President now has come forward with some ideas that, I
gather from the Chairman’s remarks, about which you have some
reservations. In view of the fact that the President has been so suc-
cessful in reducing the deficit and providing us an opportunity to
dedicate the surplus to the improvement of the Social Security sys-
tem—and in my opinion, attempting to provide health care for
those people who find themselves unable to afford it and to reduce
class size. It would seem to me that, notwithstanding the reserva-
tions that people may have about some of these programs, we have
to have some assurances that the President’s proposals will have
a clllearing. I want to thank you for allowing this process to begin
today.

I know your primary concern is sunsetting the Code and the IRS
and pulling it up by the roots and replacing it with a postcard, sim-
ple, flat tax system. But it doesn’t look like we’ll be able to do that
anytime soon—at least not before the election.

Between now and the time that we go back home to run for re-
election, the leadership has not provided us with many working
days. This means we will have limited time to review the program
that the Republican leadership has—and that’s an assumption on
my part, that there is a program—but even a more limited time to
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review the recommendations made by the President. So, I don’t
want to take time out today just lauding you for having this meet-
ing, but I’'m taking this time because, based on the scheduling proc-
ess, I have no idea as to when we will be meeting again, whether
this month or next.

In any event, I want to thank the administration for its patience,
but do hope at some point in time that the President would insist
that if his recommendations are not passed, that at least they be
considered and debated. Knowing that fairness and the equity the
Chair has demonstrated in the past, there’s no question in my
mind that, for those issues that come within the jurisdiction of this
Committee, we should have a time for debate, to legislate, and to
dispose of—one way or the other—the President’s recommenda-
tions.

Thank you, Mr. Chairman.

Chairman ARCHER. We’re pleased to have with us today rep-
resenting the administration and standing in for Secretary Rubin
his chief right-hand-man, the Deputy Secretary of the Treasury,
Larry Summers.

We're happy to have you with us today to give your presentation
of the President’s revenue portions of the budget proposal. We will
be delighted to receive your testimony, and you may proceed.

STATEMENT OF HON. LAWRENCE H. SUMMERS, DEPUTY
SECRETARY, U.S. DEPARTMENT OF THE TREASURY

Mr. SuMMERS. Thank you very much, Mr. Chairman. And I am
very glad to have the opportunity to appear before this Committee
and speak about the President’s budget.

I have a longer statement which I will submit, with your permis-
sion, for the record.

Chairman ARCHER. Without objection, your entire written state-
ment will be inserted in the record.

Mr. SUMMERS. I want to make three primary points here this
afternoon, Mr. Chairman. First, the American economy is in far
better shape today than it was 5 years ago because of our progress
in deficit reduction. We are enjoying an economy today with 4.7
percent unemployment; the creation of 14 million jobs; a higher
share of equipment investment than at any time since the statistics
began to be calculated; real wages starting to rise for the first time
in 20 years; inflation at lower levels than we have seen in many,
many years. That is something that I think most economists would
agree reflects many factors. But probably no single factor is as im-
portant as the profound progress that we have made in deficit re-
duction since 1993 that brought the budget deficit down to $21 bil-
lion last year and puts us on the verge of substantial budget sur-
pluses.

As a consequence of the fiscal actions that the President entered
into in 1993, of course with Congressional support, the budget defi-
cit reductions will free up nearly $1 trillion that otherwise would
have been invested in government bonds, in productive equipment,
in productive new structures—homes, factories—for Americans. In
our judgment, preserving this fiscal triumph is priority No. 1.

Second, the best way to preserve and build on the progress we
have made is to put Social Security first, as the President has sug-
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gested. It’s the best way, in fiscal terms, because it helps best to
prepare us for the challenge of an aging society. It is the best way
in national economic terms because it provides for the increased
national savings that we need if we are to meet the challenge of
an aging society. And it is the best way in national social terms
given the importance of the basic benefits that Social Security pro-
vides. Nearly half of Americans over the age of 65 would be in pov-
erty without Social Security. Now, at a time of very strong eco-
nomic performance, when we face a major economic challenge, that
is a time to save. And the best way to save is to preserve the sur-
pluses until we have resolved the challenges facing the Social Secu-
rity system.

Third, a strategy of Social Security first does not preclude the
important new initiatives to address important national goals.
What is crucial, however, is that any such initiatives be fully paid
for and paid for within the budget. That is the approach that is re-
flected in the President’s budget. The President’s budget provides
moderate tax cuts that are fully paid for and new spending in
areas that are crucial to increasing future productivity and to pro-
tecting America’s key national interests.

Let me just highlight a few of the measures contained within the
President’s budget.

Increased funding for education—the one national economic
strategy that both increases productivity and increases equality—
including an additional $5 billion to support school construction
and modernization projects, subsidies to recruit and train more
teachers.

Far-reaching measures to make child care more affordable, in-
cluding a $5 billion expansion of the child and dependent care cred-
it that will grant 3 million taxpayers an average annual tax cut of
$330. Helping parents with child care is not only good for families,
it’s good for the economy because it helps all to participate in the
workplace to the full extent of their abilities and wishes.

Measures to promote growth in our inner cities and other eco-
nomically distressed areas by increasing the low-income tax credit
and increasing funding for community development banks. Democ-
ratizing the access to capital is a national issue. Our economy will
never achieve its full potential until we equip the people of these
areas to enter the economic mainstream.

Crucial new steps to protect the environment with $3.6 billion
and nine tax incentives to promote energy efficiency and improve
the environment. Tax incentives not directed at encouraging the
purchase of goods that are ordinarily on the market, but encourag-
ing leapfrog technologies such as the major innovations we've seen
in fuel-efficient vehicles.

Mr. Chairman, a beneficial byproduct of our policy to reduce
youth smoking through comprehensive tobacco legislation is that it
will raise revenues for public needs. Our budget proposes to share
these revenues among three uses. First, we’ll return to the States
roughly the amount of revenues that they would have received
under the original settlement. A large part of this money will be
unrestricted; States can use it for whatever purposes they choose.
The rest of the money will go to States for State-administered pro-
grams to provide child care subsidies, reduce class size, and expand
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coverage of children by public health insurance. Second, we are
providing funding for a dramatic expansion of health-related re-
search in America through our research fund. Finally, we divide
the remaining dollars into other uses including cessation programs
and farm support programs to deal with the adjustments associ-
ated with tobacco legislation.

The budget does contain, because of our commitment to main-
taining fiscal discipline and paying in full for any new initiatives,
$23 billion in revenue raising measures—$11.1 billion have been
proposed in prior budgets. These items include: The repeal of the
sales source rule; the repeal of the lower of cost or market inven-
tory method; and repeal of the percentage depletion for nonfuel
minerals mined on Federal lands; and the reinstatement of the oil
spill excise tax.

The budget also provides $11.9 billion from new measures to
eliminate unintended subsidies and other revenue raising provi-
sions. These include: Several new insurance provisions which raise
approximately $4.6 billion in revenues; three provisions restricting
unintended consequences of the current REIT, real estate invest-
ment trust, rules, which raise approximately $135 million; and
eliminating several unwarranted subsidies relating to estate and
gift taxes, including a provision to stop nonbusiness valuation dis-
counts, which raises approximately $1 billion.

Mr. Chairman, these revenue-raising proposals will no doubt be
the subject of debate. But we look forward to working with the
Congress in the process of identifying unwarranted subsidies where
it is necessary to raise revenue in order to ensure that we maintain
the fiscal discipline that has been so important. What is crucial is
that any new expenditure or reduction in tax burdens be fully paid
for. We have finally put our Nation’s fiscal house in order. It is an
enormous achievement we must protect, and it is an enormous op-
portunity to seize. As the old saying goes: You fix your roof while
the sun is shining. And that is the approach that the President’s
budget takes.

Thank you very much.

[The prepared statement follows:]

Statement of Hon. Lawrence H. Summers, Deputy Secretary, U.S.
Department of the Treasury

Mr. Chairman and members of this committee, it is a pleasure to speak with you
today about the President’s FY 1999 budget. This is an historic moment: The Presi-
dent is proposing a balanced budget for the upcoming fiscal year, the first since
1969. The budget is rooted in fiscal discipline, yet invests in areas critical to future
productivity and the American people. Perhaps most importantly, this budget pro-
vides a clear answer to the question of how to use the projected budget surpluses.
The President proposes that surpluses be reserved pending reform of the Social Se-
curity system.

This budget carries forward the President’s successful economic strategy. As the
President said last month during the State of the Union, from the beginning of this
Administration we have “pursued a new strategy for prosperity: fiscal discipline to
cut interest rates and spur growth; investments in education and skills, in science
and technology and transportation to prepare our people for the new economy; new
markets for American products and workers.”

Before I discuss the specifics of this budget, I think it is important to review the
progress we have made in getting our fiscal house in order.

When President Clinton entered office in 1993, the federal debt had quadrupled
from 1980 to 1992 and the 1992 deficit was $290 billion, an all time high. These
huge deficits kept interest rates high, diminished confidence, lowered investment
and stifled growth. Budgets were based on economic assumptions that were far too
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optimistic. When these assumptions failed to materialize, the result was higher defi-
cits than forecast, and cynicism about the budget process.

In 1993, President Clinton fought for, and Congress approved, a powerful deficit
reduction plan that was based on conservative economic assumptions and which
brought the deficit down by $500 billion over five years. The deficit reduction in-
creased confidence, helped bring interest rates down, and that, in turn, helped gen-
erate and sustain the economic recovery, which, in turn, reduced the deficit further.
The result was a healthy, mutually reinforcing interaction of deficit reduction policy
and consequent economic growth, that brought the deficit down to $22.3 billion in
1997, and sets the stage for going to balance.

Today, unemployment is 4.7 percent; it has been under 6 percent for the last
three years. Over the last five years, the economy has generated over 14 million new
jobs, inflation and interest rates are low and real wages are rising, although too
many Americans are still not participating fully in the economic well-being that
most are sharing. Last year’s bipartisan deficit reduction package has further im-
proved our fiscal picture, even while increasing investments and cutting taxes for
the middle class.

Moreover, for a median income family of four, the federal income and payroll tax
burden will be lower in 1998 than at any time in the last 20 years. And for a family
of four earning half the median income, in part because of the expansion of the
Earned Income Tax Credit for 15 million families, the federal income and payroll
tax burden is lower than at any time in the last 30 years. Families’ tax burden will
fall further next year when the child credit enacted last year is fully phased in.

Mr. Chairman, the efforts over the past five years have paid off: the current pro-
jection anticipates surpluses well into the next century, although long-term budget
forecasts inherently involve a great deal of uncertainty. How we use these surpluses
is a critically important issue in the years ahead, and a key focus of the President’s
budget.

The overarching point of the President’s economic strategy going forward and his
1999 budget is clear: under no circumstances can we take any steps that will undo
the fiscal discipline we have worked so hard to achieve. The last few years clearly
demonstrate the economic benefits of a strong fiscal position and the global financial
markets that have emerged in recent years greatly heighten its importance. The
global capital markets impose swift and strict penalties on countries with unsound
policies as we have seen in recent months in Asia and confer great benefits on coun-
tries with sound policies.

The surpluses present an enormous opportunity, one that so many have worked
hard to achieve, and one that we must not squander. Because this nation has a
major challenge ahead: the challenge of moving from a younger society to an older
one.

A time of surplus, a time when a major change is coming, is not a time to spend.
It is a time to save. And the best way to save for our future is to save Social Secu-
rity. That is why we believe the surpluses should be reserved until Social Security
is placed on a sound financial footing for the 21st century.

This is the right policy for our nation. It is the right policy from the standpoint
of the economy, which needs to save more in order to invest and grow fast enough
to shoulder the burdens of the next century. It is the right policy from the stand-
point of our long-term fiscal health, which will otherwise be placed under growing
strain by the costs associated with aging. And it is the right policy from the stand-
point of individuals, who need to make plans to ensure their long-term security in
retirement, and a substantial proportion of whom will inevitably rely on Social Secu-
rity. That is why the President believes very firmly that nothing should be done
with the surpluses until Social Security reform is addressed.

Of course, as we go forward there will be a need for new measures to equip our
nation for the challenges ahead and to compete successfully in this new global econ-
omy. The President’s commitment to preserving the surpluses does not preclude un-
dertaking these kinds of initiatives—including cutting taxes and increasing spend-
ing. But what is critical is that all those initiatives are paid for in full.

We propose moderate targeted tax cuts that are fully paid for and propose new
spending in areas that are critical to increasing future productivity and to protect-
ing and promoting America’s global economic and national security interests. Today
I would like to focus on just a few significant measures that reflect those priorities.

First, to enhance productivity and maintain our country’s competitive position in
the years ahead, the Administration proposes:

+ increased funding for education, including an additional $5 billion to support
sch0ﬁ1 construction and modernization projects, subsidies to recruit and train more
teachers.
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« far-reaching measures to make child care more affordable including a $5.1 bil-
lion expansion of the child and dependent care tax credit that will grant 3 million
taxpayers an average annual tax cut of $330; a new employer credit to promote em-
ployee child care and expand its availability; and new spending for child-care sub-
sidies for children from poor families. Helping parents with child care is not only
good for families, it is also good for the economy, because it helps all to participate
in the workforce to the full extent of their abilities and wishes,

¢ measures to promote growth in our inner cities and other economically dis-
tressed areas, by increasing the low-income housing tax credit and increasing fund-
ing for community development banks. This is a national economic issue: Our econ-
omy will never achieve its full potential until we equip the people of these areas
to enter the economic mainstream.

Second, our budget proposes major new steps to protect the environment, with
$3.6 billion in nine tax incentives to promote energy efficiency and improve the envi-
ronment. These include: tax credits of up to $4,000 for purchasers of highly fuel-
efficient vehicles and up to $2,000 for buying rooftop solar equipment; new credits
for buying energy-efficient homes and certain energy-efficient building equipment;
and a range of new incentives to clean up environmentally contaminated sites.

Mr Chairman, a beneficial byproduct of our policy to reduce youth smoking by in-
creasing the prices of tobacco products is that we will raise revenues for the govern-
ment. Our budget proposes to share these revenues among three sources. First, we
will return to the states roughly the amount of revenues that they would have re-
ceived under the original tobacco settlement. A large part of this money will be un-
restricted; states can use it for whatever purposes they choose. The rest of the
money will go to states for state-administered programs to provide child care sub-
sidies, reduce class size, and expand coverage of children by public health insurance.
Second, we are providing funding for a dramatic expansion of health-related re-
search in America through our Research Fund. Finally, we divide the remaining dol-
lars into other uses including cessation programs, farm support programs, etc.

Of the $23 billion in revenue-raising measures we propose, $11.1 billion have been
proposed in prior budgets. These items include the repeal of the sales source rule
($6.6 billion); the repeal of the lower-of-cost-or market inventory method ($1.6 bil-
lion); repeal of the percentage depletion for non-fuel minerals mined on Federal
lands ($500 million); and the reinstatement of the oil spill excise tax ($1.2 billion).
The budget also raises approximately $11.9 billion from new measures to eliminate
unintended subsidies and other revenue-raising provisions. These include several
new insurance provisions, which raise approximately $4.6 billion in revenue; three
provisions restricting unintended consequences of the current real estate investment
trust (REIT) rules, which raise approximately $135 million; and eliminating several
unwarranted subsidies relating to estate and gift taxes, including a proposal to stop
non-business valuation discounts, which raises approximately $1 billion.

Mr. Chairman, these revenue-raising proposals will no doubt be the subject of de-
bate. What is crucial is that any new expenditure or reductions in tax burdens be
paid for. Let me repeat: all of the initiatives in the President’s budget are fully paid
for. This budget is in full accordance with the Budget Enforcement Act. It does not
exceed the discretionary caps.

We have finally put our nation’s fiscal house in order. That is an enormous
achievement we must protect. And it is an enormous opportunity we must seize. We
face significant challenges in fostering a strong economy and maintaining fiscal re-
sponsibility in the years and decades ahead, particularly with the coming retirement
of the baby boom. So, as the old saying goes, you fix your roof when the sun is shin-
ing.

Mr. Chairman, the President’s budget carries forward the President’s economic
strategy that has been so central to the strong economic conditions of the past five
years. This budget preserves the surpluses until we strengthen Social Security, in-
vests in areas that are critical to the future of this country, provides for programs
that protect and promote our critical economic and national security interests in the
global economy, and, of absolutely critical importance, it keeps us on the path of
fiscal discipline that is so crucial to our economic well-being. I look forward to work-
ing with all of you in the days and weeks ahead to approve this budget. Thank you
very much.

Chairman ARCHER. Thank you, Secretary Summers. T'll try to
keep my inquiry brief and permit adequate time for all the Mem-
bers. Do you have a time constraint today? How long?
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Mr. SUMMERS. I've got plenty of time, Mr. Chairman.

Chairman ARCHER. OK, great. You mentioned

Mr. SUMMERS. I may develop one depending on how the question-
ing goes here, but at this point I have plenty of time.

Chairman ARCHER [continuing]. You mentioned the reduction in
borrowing at the Federal level, which I applaud. Of course, we're
continuing to increase borrowing, but we’re reducing the rate that
otherwise would have occurred had we not taken action against the
deficit. Is that fair?

Mr. SUMMERS. Well, starting this year, if as expected the surplus
materializes, we would actually be in a situation where the Federal
Government as a whole would not be involved in net borrowing
from the public and the stock of outstanding debt held by the pub-
lic would start to decline.

Chairman ARCHER. You specifically refer to debt held by the pub-
lic. As we see, the Social Security Trust Fund continues to lend
money to the Treasury, money that is not coming from the public—
unless you consider that the payroll taxes paid by the public into
the trust fund is drawn out of the public sector. But the debt serv-
ice charges are continuing to increase because the overall debt is
continuing to increase. And the debt ceiling is going to have to be
raised again as proof of that. I don’t want to get into an economic
debate with you about whether the public holds it or the trust
funds hold it, because I understand the differences there. But the
point that I want to make, without belaboring that, is that whereas
we have reached the point—and it’s been a cooperative effort, as
you mentioned, between the Congress and the President to get to
this point—to where we’ve got a balanced budget, that as the Fed-
eral Government’s rate of increase of borrowing has gone down,
thereby leaving more money in the private sector, we’ve also wit-
nessed a major decline in personal savings in this country that has
offset that. And I wonder if that disturbs you? I think we’re at a
virtual historic low in personal savings, and certainly, of all the in-
dustrial countries in the world, I believe we’re right at the bottom.

Mr. SUMMERS. Mr. Chairman, as you know, going back a long
time to the time that I was involved in academic work, I've been
very concerned about the problem of savings in the United States.
I think we can all take some satisfaction from the fact that the net
national savings rate of our country—adding together personal sav-
ings, corporate savings, and government savings—which was ap-
proximately 3.1 percent in 1992, has increased to 6.5 percent—
more than doubled—by 1997, largely, as a consequence of the re-
duction in government budget deficits. Unfortunately, that savings
rate is still substantially lower than our country enjoyed during the
high-growth fifties and sixties, and is still low by international
standards. But I think in the last few years, after a period of 12
years when we saw declining national savings rates, we have at
last started to see the total savings in our country increase. And
I think that’s a very important thing on which we can build.

Chairman ARCHER. But, I think you share my concern that the
personal savings rate needs to come up.

Mr. SumMERS. I do.

Chairman ARCHER. Instead of going down. And that leads me to
the question of why do you want to attack one of the best sources
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of individual savings in this country which is the inside buildup in
insurance policies where millions of Americans buy insurance and
depend on ultimately being able to get a payback from that and the
annuities. And yet, the proposals that you have made directly at-
tack these areas which, once again, will erode personal savings in
this country.

Mr. SUMMERS. Mr. Chairman, it is not our intent, and I believe
it is not the content of our proposals, to attack inside buildup.
There are a number of insurance proposals and they are somewhat
technical in their nature. One of the proposals, without attacking
the basic rule that defers tax on inside buildup, does provide for
parallel treatment in the case of deferred annuities where invest-
ments in contracts or funds within contracts are realized and
switched, parallel with other financial instruments. These are pro-
visions that do not change the basic rule that defers tax on inside
buildup, and affect financial instruments that are held by only a
very, very small fraction of Americans.

There are also proposals which address not the taxes on bene-
ficiaries, because inside buildup is indeed very important for sav-
ings, but affects certain taxes on insurance companies that are as-
sociated with reserving practices that go beyond what is associated,
according to generally accepted accounting principles, with the
measurement of economic income. And there are provisions which
affect the corporate-owned life insurance case which is primarily a
financial devise that is used by corporations.

But, I would be—I am very much committed to the objective of
increasing savings. And we were very pleased to work with you last
year on the expansion of IRA provisions and other forms of tax-
deferred saving. And I would be very troubled about anything that
interfered in a substantial way with savings. But I don’t believe
that these provisions run that risk. The vast majority of the reve-
nue in the insurance area comes from things that do not affect
taxes on beneficiaries at all. And the one provision that does is a
provision which does not change the basic rule that defers tax on
inside buildup.

Chairman ARCHER. Well, the net effect of all of these provisions
that raise taxes out of the insurance industry are going to directly
attack savings, no matter how you describe it.

Now, let me get into another area very quickly, and then move
on to other Members of the Committee. The Joint Tax Committee
has now done an analysis of the recommendations of the adminis-
tration, and they have concluded that there is a net tax increase
of $80 billion over 5 years, and $174 billion over 10 years. Now,
that is over and above whatever tax benefits that you have rec-
ommended in your proposal. And in your own budget documents,
you cite that in 1997 Federal tax receipts were 19.9 percent of
GDP, and if your administration proposal is enacted, they would go
to 20.1 percent. Now, 19.9 percent is already a historic, peacetime
high for this country. And 20.1 percent increases that to where
there will only be 2 years in the history of this country where the
Federal Government’s take of GDP has been higher, and those
were both in World War II.

Now, I want to ask you a couple of things after also referring you
back to the President’s comment that he made in my own home
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city of Houston, Texas, where he agreed that he had raised taxes
too much in the 1993 bill. Well now, considering all of that, do you
now think that the Tax Relief Act of 1997 gave back too much in
the way of taxes? And is that the reason why you are recommend-
ing an additional $174 billion net tax increase over the next 10
years? Do you believe that 19.9 percent is an appropriate percent
of GDP for the Federal Government to take? Do you think that
burden is too high on the American people? And if so, do you have
any plans to bring the net tax burden down?

Mr. SUMMERS. Mr. Chairman, you’ve asked a number——

Chairman ARCHER. A lot of questions.

Mr. SUMMERS [continuing]. You’ve asked a number of questions.
Let me, if I could, just make a few points in response. First, I very
much support the 1997 tax bill, as the other tax bills that have
passed in the last few years, as a result of which, I think, we can
all take a great deal of satisfaction in the fact that the tax burden,
adding in both income and payroll taxes on median-income Ameri-
cans, 1s now lower than it has been in 20 years. And income tax
burden on median-income Americans is now lower than it has been
in 30 years. I think that’s an important accomplishment in which
we can all take pride.

Second, on the figures that you referred to, I think I have a
slightly different perspective. There’s a technical issue which is
that the 19.9 percent figure is not actually a figure for tax collec-
tions, but includes all receipts, such as fines, and the profits from
the Federal Reserve, and so forth. And if you look at the share of
receipts that go to the Federal Government, the administration
does indeed want to see it go down, and its budget provides for a
measure that you used, which isn’t quite the taxes, for it to go from
19.9 percent this year to 19.6 percent in 2003. Of course, there are
fluctuations from year to year reflecting changes in profit shares
3nd things of that kind, but our budget does provide for that to go

own.

Third, on the question of tax increases, the issue, Mr. Chairman,
is largely or entirely due to the treatment of possible tobacco reve-
nues, which as you know, the administration regards as being part
of the context of a settlement, and doesn’t think should be viewed
as a tax increase. And indeed, it has not been viewed as a tax in-
crease so far in the context of those settlement discussions. And so
if you take the tobacco out of it, ours is a budget that does not raise
taxes. Ours is a projection that reduces the Federal share of GNP,
gross national product, and ours is a budget that reduces tax bur-
dens on middle-income families from their current level, which is
lower relative to income than they have been in 20 years.

Chairman ARCHER. Well, let me if I may, and I didn’t intend to
do this, but since you brought up the cigarette tax, let me pursue
that for just a moment. I'm fortunately one who has never smoked
in my life. I despise cigarette smoke. I wish everybody in this coun-
try would stop smoking—we’d be a much better Nation. But, a tax
on cigarettes is a tax. It’s called a tax, and it is a tax. And for those
people who do continue to smoke, though unwise to their own per-
sonal health, they will be paying that as a tax into the Federal
Government, which means that they will have less money to spend
on other items in the marketplace. So it is clearly a tax. And to
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call it anything else, although you may be able to find that it’s
more popular than other taxes, is to ignore an economic basic re-
ality that it is a tax. And it impacts on the economy in the same
way other taxes would, except that it hits lower income people the
hardest. It is one of the most regressive taxes that there is. And
all of the data, whether done by the Treasury, or the Joint Commit-
tee on Taxation, shows that to be true. So it is a tax. And to say:
Well, we can ignore that in determining what the net tax impact
of this bill is, is just not accurate.

But I do appreciate your comments, and I yield to Mr. Rangel.
In fact, I recognize Mr. Rangel.

Mr. RANGEL. And I recognize you too, Mr. Chairman. [Laughter.]

That compassionate display for the poor as it relates to cigarette
tax, is really something that I was moved by. I just wanted to indi-
cate that.

I know you have a lot of time, but, I hate to raise this, this elec-
tion is kind of closing in on me, and I don’t know how much time
the President has. I have to agree with the Chairman that there
are some rather provocative tax increases that you presented. They
have brought a degree of bipartisanship, of opposition. But there
are some pretty exciting social programs: Social Security, edu-
cation, health care, child care, and the economic development of
inner cities.

Now this is the President’s program, and I just got a copy of the
Majority Whip’s program, which I share with the Chair, of course.
As I look at this, Mr. Chairman, all the red dates are days we’re
not here. So, that’s half of February we’re not here. The President
will be in Africa in March. We'll be here for about 5 or 6 days in
April; half of May; most of June; half of July; a little bit in August;
half of September; and then, Tom DeLay, the Majority Whip says
that the target adjournment date is October 9. Now, I haven’t
added the days that we actually are going to be working, but has
the President or his representative worked out some type of an
agreement with the Majority so that the President’s proposals, as
well as the Majority’s—for lack of a better word—Ilegislative pro-
gram, would be discussed? I mean is there any timeframe that you
know of that you could share with us?

Mr. SUMMERS. Congressman Rangel, 'm not aware of agreed leg-
islative timetable. I think we in the administration believe that the
President’s budget contains a variety of very important proposals
that are very much in the national interests. Others, of course, will
have a different view. And our hope is that the proposals will re-
ceive full and careful consideration by the Congress this year. But
I don’t have a particular set of timetables to share with this

Mr. RANGEL. Well, let me say this: I'm certain that the Majority
and the Chairman make certain that they’re fair in reviewing the
President’s proposal. But suppose, just for the purpose of our dis-
cussion, they decided to do nothing with any of the President’s pro-
posals and just decided not to work this year at all. What happens
then? I have no idea how this thing works, but since we don’t see
each other that often, what would the President say or do?

Mr. SUMMERS. I would think that all of us have an obligation to
pass a budget so that the government

Mr. RANGEL. Well let’s talk about that
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Mr. SUMMERS [continuing]. So that the government can continue
to function into the next year. I think that if we passed a status
quo budget rather than advanced initiatives of the kind that are
contained in the President’s budget, we would be passing up impor-
tant opportunities to invest in education, to invest in child care, to
invest 1n basic medical research, and we would leave what 1 feel
is a very serious problem: The million young people who begin
smoking each year—nearly 300,000 of whom will die as a result of
that smoking—we would leave that problem unaddressed.

Mr. RANGEL. OK, well, just on the question of the budget, I'm not
certain, but don’t we have a legal responsibility to have a budget
passed by the 15th of April? Now, if that’s so, and we are only
scheduled to work in March, and we’re out of here for April, I don’t
think we’ll be able to do that. So I hope the President might share
with us, Republican and Democrats, some timetable that you might
just recommend so that when I work with my Republican friends
we might be able to fold in some of the President’s proposals in the
few days that we intend to be in session this year.

Thank you, Mr. Chairman.

Chairman ARCHER. Mr. Crane.

Mr. CRANE. Thank you, Mr. Chairman. On the positive side, the
budget did include a provision I've supported and that’s funding for
the Conservation Trust Fund for Puerto Rico. And I want to com-
mend you for that and ask unanimous consent, Mr. Chairman, that
a printed statement I have might be inserted in the record at this
point.

Chairman ARCHER. Without objection. So ordered.

Mr. CRANE. I yield back the balance of my time. Thank you.

[The prepared statement follows:]

Statement of Hon. Philip M. Crane, a Representative in Congress from the
State of Illinois

Mr. Chairman, The Conservation Trust Fund of Puerto Rico is an organization
dedicated to the preservation of the natural resources of that magnificent island.
For the past two years I have been seeking a solution to an impending financial
crisis that would render the Trust Fund unable to perform its valuable mission. The
termination of the so-called “Section 936” provision within the tax code ended the
source of the Trust’s funding. This year’s FY99 Federal Budget adopts a proposal
that I first put forward last year and incorporates it in the recovery of excise taxes
back to the Commonwealth of Puerto Rico. By designating 50 cents to the Trust
Fund out of the $13.50 excise tax collected on each gallon of distilled spirits ex-
ported from Puerto Rico, for a period of 5 years, the recommendation allows the
Trust to complete its endowment fund and perform its work in perpetuity.

The Trust Fund was established in 1968 by a Memorandum of Understanding be-
tween the Secretary of the Interior, Steward L. Udall and the Governor of the Com-
monwealth of Puerto Rico, Roberto Sanchez Velella, and the Administrator of the
Economic Development Administration of Puerto Rico, Sergio Camero, to protect the
natural resources of the island. During the past 29 years the only significant efforts
to preserve critical land resources have been conducted by the Conservation Trust
Fund. Even with this active role, only 5% of the Island of Puerto Rico is under some
protection either by federal or local conservation agencies or the Trust. This number
1s half of the percentage in the United States and less than 25% of Costa Rica. In
the aftermath of Hurricane Hugo, when the island was devastated, it was the Con-
servation Trust Fund that led the reforestation effort of the rain forest. It was the
Conservation Trust Fund that used this opportunity to prepare critical environ-
mental areas for restoration and at the same time utilize them as an educational
tool for the children and people of the island.

Mr. Chairman, funding for the Trust was initially provided through contributions
imposed by the Department of Interior in the Oil Import Allocations of petroleum
and petrochemical companies operating in the island. This lasted for a period of ten
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years. Later the Trust became a participant in the QPSII program within Section
936 of the Internal Revenue Co realized that the changes being made in Section 936
would call for the gradual phase out of the program. The Trust embarked on an ag-
gressive saving campaign. They cut back all capital expenditures, including land
procurement and major improvements to existing properties. During that time the
Trust has been able to accumulate approximately $30 million in the endowment
fund. The goal was to reach somewhere near $80 million and this would have been
accomplished had Section 936 phased out in the projected time period.

Two years ago this committee abruptly changed those plans. With the passage of
the Small Business Job Protection Act we ended Section 936. The Conservation
Trust Fund was the unintended victim of this action. Left without a source for 80
percent of its funds, the Trust has endeavored to work with my office to find a solu-
tion. My staff has discussed this problem with the committee staff on numerous oc-
casions. The proposal in the FY99 Budget is a natural outgrowth of a proposal that
I made last year. The support of the Secretary of the Interior has been critical in
shepherding this through the budget maze. The Governor of Puerto Rico is in sup-
port of this proposal and I urge my colleagues on the Committee to support this ef-
fort to save the endeavors of the Conservation Trust Fund.

Chairman ARCHER. Mr. Bunning.

Mr. BUNNING. Thank you, Mr. Chairman.

Mr. Summers, would you explain the administration’s proposal
for the treatment of the budget surplus in reform of the Social Se-
curity system.

Mr. SUMMERS. The President has simply said that in light of the
very great importance of the Social Security issue to the future
well-being of all Americans, that we should not violate current
budget rules and spend the surplus on either new expenditure pro-
grams or tax cuts that are not fully paid for within the budget until
we have reached a resolution with respect to the long-term future
of the Social Security system. And he——

Mr. BUNNING. Does that mean—excuse me.

Mr. SUMMERS. And he has called for a process of national dialog,
including a number of conferences and a number of other steps
during 1998, to set the stage for the process of coming together on
legislation that would begin in January 1999.

Mr. BUNNING. Does that mean the President is not proposing to
take the OASDI reserves out of the budget? In other words, are we
going to be able to recycle? As you well know, what happens now—
I don’t have to explain this to you, but some people out here might
not understand—is when we bring in the FICA funds into the
Treasury, we bring them into the Social Security Trust Funds,
there are nonnegotiable bonds issued, and then we recycle the
money out and spend it for other reasons, other purposes of the
Federal Government. Would you think that we would not do that
with the surplus, or that we would reissue bonds, and we would
recycle the surplus and spend it for other purposes?

Mr. SUMMERS. There are a number of possibilities that can be de-
scribed in a number of ways. At this point, what the President has
said is that the unified surplus is not something we should eat into
until and unless we have put the Social Security system on a long-
run viable path.

Mr. BUNNING. Let me ask you then: Yesterday before the Senate
Budget Committee, you suggested that the surpluses, up to $100
billion or more, be transferred to the OASDI fund and invested in
Treasury bonds. That means that they could be recycled and spent
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for other purposes then. In other words, under the budget, as it
presently is constructed.

Mr. SUMMERS. Congressman Bunning, I didn’t make any policy
suggestion——

Mr. BUNNING. Am I misquoting you?

Mr. SUMMERS. A little bit, I think.

Mr. BUNNING. Oh, really?

Mr. SUMMERS. What I said yesterday was that there were a vari-
ety of possibilities and I had no recommendation. Then I observed,
referring to one of those possibilities, that if $100 billion of money
was credited to the Social Security Trust Fund and allowed to accu-
mulate in the Social Security Trust Fund, that the result would be
to push the expiration date of the Social Security Trust Fund out
by 1 year only, only if we didn’t recycle the money.

Mr. BUNNING. Because obviously, if we recycled the money, we’d
be spending it and putting more liability into the trust fund. Was
that what your suggestion was?

Mr. SUMMERS. There was no suggestion. The assumption was,
and I think for the reasons you suggest it’s completely right, that
clearly if the trust fund took on an asset of $100 billion and took
on an extra liability of $100 billion, nothing would be accomplished.

Mr. BUNNING. That’s correct.

Mr. SUMMERS. And so, that line of thought—which again is one
possibility, it is not a recommendation—would call for adding $100
billion to the surplus, in effect, transferring the money from the
unified budget to the Social Security Trust Fund which would
strengthen the Social Security Trust Fund and would, as a byprod-
uct—because the money would then be allocated there—assure that
the unified surplus would be maintained.

Mr. BUNNING. Only if we walled off the surplus and said: No fur-
ther use of this money could be used for any other purpose than
the Social Security Trust Fund and you couldn’t issue new debt
against that money.

Mr. SUMMERS. In a sense, Congressman, those who think about
that proposal are regarding the transfer of the revenues to the So-
cial Security Trust Fund as a way of accomplishing exactly the
kind of walling off that you’re speaking of.

Mr. BUNNING. One more question. What would the budget deficit
be if the Social Security Trust Funds were not used to offset the
budget deficit from now until the year 2008?

Mr. SUMMERS. It would be—the budget would be—certainly for
the next half dozen years and probably a little bit beyond that, the
budget would be in quite significant deficit but for the unified
budget which reflects a unification of the trust funds. The trust
funds are in surplus, the other parts of the budget are in deficit;
together we will emerge with a surplus—that’s the unified sur-
plus—but the non-trust fund budget is, as your question suggests,
in deficit.

Mr. BUNNING. Thank you very much.

Mr. CRANE [presiding]. Mr. Matsui.

Mr. MATSUL Thank you, Mr. Chairman.

There’s a lot of talk about simplification and not wanting to clut-
ter up the Code, particularly by Chairman Archer. Will you help
me with this because I don’t understand it: To go on the capital
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gains holding period from 18 months down to 12 months, which is
what, I think, a number of Republicans want to do, does that do
anything to decrease the rate from 28 percent? Does that change
the number of lines on the tax form?

Mr. SUMMERS. I think at this point, Congressman Matsui, any
change in the capital gains rules would be, on net, complicating of
the Tax Code for two reasons. First, the IRS, which I think the
Committee is aware, faces a number of very serious challenges, in-
cluding the year 2000 problem, including a reorientation toward
customer service, and would, I think, have a difficult time handling
and managing the amendment to provisions that are only now
being phased in. And so a transitional adjustment would be very
complicating in that way.

Second, I think that the, to use the euphemism, I think the tax
bill that we enacted last year reflected a carefully crafted and bal-
anced set of compromises. And an effort to undo those compromises
in one area will inevitably raise questions about many other areas.

Mr. MATSUIL Let me get to my main point. Obviously you support
the change on the IRS and the restructuring effort. Is that correct?

Mr. SUMMERS. We very much support it.

Mr. MATSUIL You support it. And so, you’re no longer concerned
about the fact that we have an independent commission overseeing
the IRS and the whole issue of confidentiality, and many of the
issues that were raised a little earlier.

Mr. SUMMERS. I think we found——

Mr. MATSUL But let me get to my main point, because I think
what I want to do is address the issue of complexity. Last year we
had an additional 824 amendments that were added to the Internal
Revenue Code as a result of the tax bill, and we had 285 new sec-
tions. I've just counted the administration’s proposal here; we have
75 new tax cuts—I don’t know whether these are new sections or
new amendments—and we also have 42 new tax increases, and 7
other provisions. So that’s about 120 or so new provisions in the
Code, coupled with the 285 and the 824. I know that Mr. Rossotti
is trying to do a good job, and I do understand that you are trying
to clean up the whole Internal Revenue Service. I commend you,
Mr. Rubin, and obviously, Mr. Rossotti, and many of those who
have preceded you.

But I guess what I'm troubled by is some of the hypocrisy here.
We're trying to clean up the Code and I keep seeing amendments
being offered. I had somebody do a little research—one of those
LEXIS-NEXIS searches—and Members of this Committee, Mem-
bers of the House, who were talking about simplifying the Code are
offering all kinds of credits and deductions and preferences. And
your proposal is just packed with more of these. You know, I think
we have to come to terms, because we can’t go out there and talk
about tax reform and simplifying the Code, and at the same time,
quietly, behind everyone’s back, offer literally hundreds of changes
in the Tax Code. I think we’re being a little unfair to Mr. Rossotti.
I think we’re being unfair to the employees of the Internal Revenue
Service, and certainly I think we’re misleading people.

And so, you may want to have a comment on it; you may not
want to have a comment on it. It’s not totally your responsibility.
I mean, I think a lot of Members of Congress last year played a
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significant role in this particular effort. It was interesting, at least
the 1981 bill had a philosophy: It wanted to promote economic
growth. The 1986 bill had a philosophy of simplifying the Code.
Last year’s bill had no philosophy at all. It was just: Let’s just put
everybody’s tax cuts together and make that a tax bill, and make
everybody happy. But there was no growth, economic philosophy,
or simplification philosophy to it. And I'm afraid that’s what’s going
to happen again if you embark upon another tax bill and at the
same time blame it on the IRS.

Mr. SUMMERS. Congressman Matsui, I think you raise a very,
very important issue. We've tried to be very conscious of that as we
tried to balance the various objectives here, and I think a substan-
tial fraction—more than 40—of the initiatives and amendments
that are contained in the President’s budget that you referred to
are Taxpayer Bill of Rights for simplification items that would have
the net effect of reducing burdens on taxpayers and reducing com-
pliance and striking out other forms of complexity.

But I do think in looking at the various kinds of incentives we
provide through the Tax Code that we do need, if you like, to put
a higher price on measures which complicate the Code and try to
recognize that each thing we add adds to the weight of the whole
system and that at a certain point the system might fall of its own
weight. And I think that is an important concern.

Mr. CRANE. Mr. Summers, if you’ll hang in there, I want to re-
cess the Committee subject to the call of the Chair, because we’re
down to 5 minutes on this vote.

[Recess.]

Mr. SHAW [presiding]. There’s going to be another vote shortly,
so we're going to be disrupted again, but I was asked to start the
hearing, so we won’t unnecessarily delay the witnesses.

So Mr. English is recognized

Mr. ENGLISH. Thank you, Mr. Chairman.

Secretary Summers, I noted that the administration’s proposal
includes an exemption for severance pay from the income tax of up
to $2,000 with a variety of restrictions—after 6 months, applying
the severance packages below under $125,000. I have a couple of
questions. One is you would apply this severance pay exemption
specifically for separations from service that are connected with a
reduction in employer’s work force. How would you define that?

Mr. SUMMERS. It’s a technical question, and I'm not a tax lawyer,
but I would assume that the employers would qualify instances of
severance based on a comparison of the total size of the work force
in the tax year with the total size of their work force in the preced-
ing year.

Mr. ENGLISH. Do you think this provision substantially adds to
the complexity of the Tax Code? Do you think it’s a provision that
you would anticipate the administration would seek to expand
down the road?

Mr. SUMMERS. I don’t particularly see any plan for subsequent
expansion, and I don’t think it adds substantially to the complexity
of the Code. I think it serves an important, very important function
at a time of greater globalization in the economy, and at a time of
greater change in helping people to adjust to change. I think in
that way it allows market forces to operate more effectively.
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Mr. ENGLISH. Mr. Secretary, I think I understand that part of
the intent, and, again, I presume you're familiar with the provision.
What I wanted to get a feel for—$2,000 seems to be a fairly arbi-
trary number and a very small part of any severance package. I
guess, recognizing that there might be some benefits for this kind
of a tax exclusion, I was wondering if the administration saw this
as part of a long-term strategy. I am judging from your comments
probably not. Do you have anything to add?

Mr. SUMMERS. This is not part of any long-run strategy of which
I am aware to—it is, I think, you know, $2,000, not some of the
severance packages you read about for executives in the news-
paper, but I think for a lot of people who are laid off I think $2,000
and the tax deductibility on $2,000 makes a real difference.

Mr. ENGLISH. Thank you. Let me move on. Under the energy and
environmental tax credits, have you done any studies in-house on
the distributional effects of these proposals?

Mr. SUMMERS. We do not have distributional analyses of them,
and to do the distributional analysis would be very complex. You
think, for example, about, say, the incentive for purchasing very
highly fuel-efficient cars. Part of the incidence might be on the buy-
ers of those cars, but part of the incidence would be on the produc-
ers and the workers who are involved in making those cars. So I
think to look at an incentive of that size and do a distributional
analysis would be, our analysts report, very, very difficult.

Mr. ENGLISH. OK. I notice in your energy and environmental tax
credit proposals you do not include an extension of the ethanol
credit. What is the significance of that?

Mr. SUMMERS. I think the incentives in our energy and environ-
mental credit are really all measures that are directed at market-
based approaches to——

Mr. ENGLISH. And ethanol—

Mr. SUMMERS [continuing]. Supporting reductions in carbon
usage, and the fuel from carbon. And so I think a subsidy

Mr. ENGLISH. So you don’t regard
hMII; SUMMERS [continuing]. A subsidy to a fossil fuel, I mean, I
think——
hMr. ENGLISH. You don’t regard auto emissions as greenhouse gas
then or

Mr. SUMMERS [continuing]. Well, I think—certainly carbon diox-
ide, which comes from any fossil fuel, is a greenhouse gas, but the
focus of our incentives is on greenhouse gas reductions.

Mr. ENGLISH. OK. And I guess a final question: One of the peren-
nial provisions that comes out of the administration has to do with
changing the deposit requirements for FUTA taxes from quarterly
to monthly. This has been proposed before, and it’s been fairly con-
sistently shot down. Is there any policy reason why you would be
continually proposing this, because it appears primarily to harass
businesses, particularly small businesses, and does not appear, at
least from my perspective, to generate any real positive effects from
the standpoint of tax enforcement.

Mr. SUMMERS. Let me say, Congressman English, that the pro-
posal is crafted to include an exclusion for small businesses in
order to respond to the small business concern, and that the ration-
ale is that it will improve compliance, and in that way make pos-
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sible reductions in other taxes, and that it will more closely match
the inflows of money into State funds with the outflows from State
unemployment insurance funds.

If T might just return to your previous question, I'm told that the
extension of the ethanol provisions is contained in the administra-
tion’s ISTEA proposal, the highways proposal, but that the ethanol
provisions do not expire this year. And so we are providing for that.

Mr. ENGLISH. OK.

Mr. SUMMERS. It’s just not a global greenhouse gas.

Mr. ENGLISH. I understand the distinction, and I appreciate that.
Thank you very much.

Mr. SUMMERS. Thank you.

Mr. ENGLISH. Thank you, Mr. Chairman.

Mr. SHAW. Mr. Weller.

Mr. WELLER. Thank you, Mr. Chairman, and, Mr. Secretary, 1
appreciate your taking time to be with us today.

I represent a pretty diverse district, the south side of Chicago
and the south suburbs, both city suburbs and a lot of rural areas.
I always listen for concerns and thoughts that are fairly consistent,
whether you live in the city, the suburbs, or country. This past
week I had a meeting with a group of women, entrepreneurs and
community leaders, and we talked about the President’s budget.
Frankly, they liked what the President said about Social Security,
but they then question why he would then use the surplus in the
Social Security Trust Fund to offset new spending initiatives. They
were concerned about, of course, the President proposing to raise
the tax burden on Americans to its highest level since World War
II, and they were also very concerned about the President’s new
proposal for a tax increase on a retirement vehicle that many of the
women in the group that I met with were using.

I found it interesting. They shared some statistics, and when it
comes to annuities which you propose taxing, a majority of these
annuities that are sold today are held by women. Ninety percent
of them are over 50 years of age, and two-thirds of the women who
purchase these make less than $50,000. They’re middle-class indi-
viduals.

What I was just trying—so I can better understand your tax in-
crease on retirement, I was wondering, how much revenue is gen-
erated by your tax increase on retirement?

Mr. SUMMERS. The annuities provision that you're referring to I
believe has a revenue impact of approximately $1 billion.

Mr. WELLER. A year?

Mr. SUMMERS. No, $1 billion over 5 years.

Mr. WELLER. So it’s a $1 billion tax increase over 5 years on re-
tirement. Money that would have gone toward retirement, that in-
stead will come to Washington and be spent on the President’s new
spending initiatives?

Mr. SUMMERS. No, Congressman, I think the principal incidence
will be on commissions received by those who sell a particular class
of financial products, and in particular, those who encourage the
churning of those products. Anyone who purchases a deferred an-
nuity and holds the same investments inside the deferred annuity
will have no change whatsoever in their tax practice. What will be
discouraged is transfers from one deferred annuity to another. And
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therefore, those who are involved in encouraging the churning of
the deferred annuities and who receive—I think it’s been well docu-
mented—rather substantial commissions, when those deferred an-
nuities are churned, will be affected. Again, for someone who pur-
chases a deferred annuity and holds the same funds inside the de-
ferred annuity, they will get full inside buildup, with no significant
change in

Mr. WELLER. Let me, Mr. Secretary, let me——

Mr. SUMMERS [continuing]. Tax liability.

Mr. WELLER. Then you really raise an issue of fairness. As a Fed-
eral employee, if you're in the Thrift Savings Plan, you can shift
your funds around in your Thrift Savings Plan from one fund to
another, choose options, without a transaction tax which you're
proposing, but you’re turning around, and on the women that I met
with last week who are using this as part of their retirement plan,
imposing a tax on their decision to shift it from one investment op-
tion to the other. How is that fair?

Mr. SUMMERS. Congressman Weller, the Congress has, in
crafting the legislation in this area, established a set of particular
tax preferences for pensions and 401(k)s that are circumscribed,
that include limits on contributions, that include top-heavy rules to
assure that the benefits are equally shared, and in that category
it is, indeed, possible to make transfers.

Deferred annuities have never been thought of as being within
that category. There are no top-heavy rules; there are no limits on
the quantity of contributions. So I think that is not usually thought
of as the appropriate analogy in looking at deferred annuity provi-
sions. Deferred annuities investments are in many ways more like
mutual fund investments, although they are mutual fund invest-
ments that are very substantially preferred because the inside
buildup is preferred, is tax-deferred, unlike the situation with re-
spect to mutual funds.

Mr. WELLER. But, Mr. Secretary, you are taxing one of the
choices and one of the options they have, and frankly, I think from
a fairness standpoint, it doesn’t make sense to tax one and not the
other. Of course, I don’t support your tax, but the question I have
is: You know, in your testimony, you point out that you’re spending
initiatives are paid for with these tax increases that the President’s
proposing in his budget. And I was wondering, specifically, which
spending initiative does the President pay for with this tax in-
crease on retirement?

Mr. SUMMERS. No. What I suggested, the spending initiatives
that the President has undertaken are financed through other
spending cuts or are financed through proceeds from the tax settle-
ment. The President’s budget is balanced, essentially balanced, in
the tax area with tax incentives and tax cuts that are contained
in the budget being matched by the revenue-raisers that are in-
cluded in the budget.

Mr. WELLER. So which spending initiative is matched with those
tax increases on retirement

Mr. SUMMERS. It’s a package. That’s not a question—money is
fungible, Congressman. There’s a package of revenue-raisers and a
package of tax cuts, and the package of tax cuts is financed by the
package of revenue-raisers.
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Mr. SHAW. The time of the gentleman has expired.

Mr. WELLER. Thank you, Mr. Chairman.

Mr. SHAW. Mr. McCrery.

Mr. McCRERY. Thank you, Mr. Chairman.

Mr. Summers, just to follow up on Mr. Weller’s questioning about
the administration’s proposals on annuities and variable life prod-
ucts, clarify, if you will, who is taxed when there is, say, an ex-
change for a life insurance policy, for an annuity? Or if an investor
in an annuity, for example, decides to change the mix of the invest-
ment within the annuity, who exactly is taxed?

Mr. SUMMERS. If you'll pardon me 1 second, I will consult with
the experts behind me and I will give you an answer.

Mr. McCRERY. Sure.

Mr. SUMMERS. In the area of the deferred annuity, which is 13
percent of the total set of insurance proposals, the holder of the an-
nuity who makes a transfer from one asset to another asset is
taxed. A holder who chooses a balanced portfolio and sticks with
that balanced portfolio would not bear any tax burden.

Mr. McCRrRERY. When you say the “holder,” who is that?

Mr. SUMMERS. That’s the potential beneficiary.

Mr. McCRERY. So that’s usually the purchaser of the annuity,
the consumer?

Mr. SUMMERS. That is usually the purchaser of the annuity, in-
deed.

Mr. McCRERY. So at least in this case you are taxing directly or
imposing a new tax directly on the consumer of those products, and
not the agents or the insurance companies?

Mr. SUMMERS. Well, as I tried to suggest in my answer, this 13
percent of the insurance does affect beneficiaries directly. It also af-
fects those who are involved in encouraging transfers from one de-
ferred annuity contract to another. Depending on what choices are
made, it’s difficult to sort out the incidence. In response to this tax,
people do not churn their investments. Then the result will be that
the revenue loss will be to the agents who would have encour-
aged—would have earned commissions on the churning. If behavior
doesn’t change and the same commissions are paid, then those in-
dividuals who are churning will face a tax treatment on their de-
ferred annuities that is similar on asset transfers, though not simi-
lar with respect to inside buildup, to the tax treatment with respect
to mutual funds.

Mr. McCRERY. But at least on the instance which I described,
and to which you initially responded, it’s the consumer that would
experience an increase in taxes. And don’t you think that that is
contrary to good public policy that should encourage people to plan
wisely for their retirement? I mean, if you've got somebody that’s
30 years old that enters into an agreement or contract like this, the
mix of his investment—I'll wait until your staff gets through, so
you could listen. A 30-year-old who enters into one of these con-
tracts is going to have a different investment mix than he will have
when he’s 55 years old. So shouldn’t he have the right to shift
those investment choices within that contract without having to
face a tax? That seems to me to be totally contrary to what we
want people to do, which is wisely plan for their retirement.
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Mr. SUMMERS. Well, of course, a 30-year-old who is following a
normal path would be making contributions each year, and so
would not have difficulty in adjusting their overall mix between
stocks and bonds, for example, simply by adjusting the pattern of
their contributions, or could do that in the areas where there would
be tax neutrality between those within the 401(k)s, within the pen-
sions.

Mr. McCRERY. I think you’re wrong on that. I don’t think there
is enough flexibility to change the mix just on the basis of new con-
tributions to plans.

Also, before my time is up, I just want to point out that there
is a distinct difference between these types of contracts and mutual
funds. You try to equate the two, and, in fact, on these kinds of
contracts there are penalties for early withdrawal; there are regu-
latory barriers to people getting out of these before they reach re-
tirement age. So they are not the same as mutual funds, Mr. Sum-
mers, are they?

Mr. SUMMERS. They are not the same instruments as mutual
funds, obviously, Congressman, but I think the general principle is
something that we’ve long recognized in the tax law, that when an
event that is concomitant to, or the same as, a realization of the
sale of an asset takes place, that that is something that we tax.

I might note, just parenthetically, that most of these assets are
actually marketed to those who have retired or who are about to
retire. So the situation of a changing need over the life cycle is not
one that arises with any great frequency

Mr. McCrery. That is changing. That is changing, though, Mr.
Summers. That statistic won’t be the same 5 years from now.

Mr. SUMMERS. Well, I'm not sure. I mean, I think these products
have been subject to rather extensive and not wholly favorable
analysis in the financial press just in terms of relative rates of re-
turn. So I'm not sure what the future will hold for them.

Mr. SHAw. If the gentleman would suspend, the time of the gen-
tleman has expired.

Mr. Summers, I may inquire as to what your schedule is. We
have a series of votes on the floor which is going to take the better
part of an hour. Can you stay with us?

Mr. SUMMERS. I will have a difficult—I need to get back to my
office for a fairly important, quite important meeting sometime be-
tween 3:30 and 4 o’clock.

Mr. SHAW. Well, if you could stay with us at least until 3:30,
we'll try to wrap it up or make arrangements for you to come back.

Mr. SUMMERS. I’'d be delighted to.

Mr. SHAW. Thank you. I appreciate it.

Mr. SUMMERS. Thank you.

Mr. SHAW. The Committee will be in recess for the better part
of an hour, but at the conclusion of the votes that are scheduled
we shall reconvene.

[Recess.]

Mrs. JOHNSON of Connecticut [presiding]. I'd like to announce
that the hearing is formally adjourned. Mr. Summers had to depart
and has indicated that he will respond promptly to questions in
writing from Members. We thank him for that.
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[The following questions submitted by Mr. Houghton, and Dep-
uty Secretary Summers’ responses are as follows:]

Questions Submitted to Deputy Treasury Secretary Summers by
Representative Amo Houghton

(1) REGARDING THE FOREIGN APPLICATION OF THE FREQUENT FLYER TAX:

Last year’s tax bill extended the aviation tax to purchases from air carriers of
frequent-flyer award miles by credit card companies, hotels, rental car companies,
and others to be awarded to their customers. It is my understanding that this new
law is being interpreted as applying to foreign-based frequent-flyer programs run by
both U.S. and foreign companies, and that foreign application of this tax will have
the impact of taxing frequent flyer miles that may never be used for U.S. air travel.
I also understand that at least 20 foreign governments have filed protests with the
State Department arguing that the tax should not apply when the ultimate air trav-
el largely involves points outside the United States.

Would the Treasury Department support a legislative alternative to apply the tax
more directly to travel to and from the United States, since the current foreign ap-
plication of the tax appears to be overly broad, creates collection problems for the
IRS, and will produce revenues that will have little connection to the use of FAA
facilities and programs?

QUESTIONS ON REVENUE ESTIMATE FOR PS—REIT ELIMINATION:

Can you share with me some of your methodologies concerning your revenue esti-
mate for the PS-REIT proposal?

The answers provided below should provide you with a reasonably good under-
standing of the main assumptions in the methodology used by the Administration to
produce the revenue estimate for the PS-REIT proposal.

Have you had a chance to review the Joint Tax Committee’s estimate and do you
have any comments on it?

Given the large amount of uncertainty in predicting the growth rate of acquisitions
by paired REITs under current law, the Joint Tax Committee’s estimate, although
somewhat different from the Administration estimate, does not seem unreasonable.

In your revenue estimate of the Administration’s proposal to limit the tax benefits
of the existing paired REITs, what assumptions did you make about the growth rate
of the paired REITs under current law?

Despite the recent large acquisitions by paired REITs, we assumed that growth
rates of paired REITs under current law would in the long run be about 10 percent
per year.

What are your assumptions about the revenue loss that occurs under current pol-
icy because the attractiveness of the paired-share structure induces some businesses
to become REITs that otherwise would have remained C-corporations?

The only firms that can use the paired-share structure are those that were grand-
fathered by a provision in the Deficit Reduction Act of 1984. C-corporations cannot
elect to become paired-share REITs. Our assumptions concerning the effect of paired-
share REITs acquiring C-corporations under current policy is discussed in the an-
swer to Question 3.

What are your assumptions about the revenue loss that occurs under current pol-
icy due to the fact that paired-share REITs can achieve income shifting for tax pur-
poses that ordinary REITs cannot?

We assumed that nearly all of the estimated revenue loss occurs from paired-share
REITs shifting income for tax purposes.

Assuming the Administration’s proposal is implemented, what percentage of those
assets that would otherwise have converted to paired-REIT staus do you assume
will place their real estate assets in a REIT, and what percentage will continue to
operate as non-REIT C-corporations?

We assumed that nearly all of the assets that would have acquired by the paired
REITs under current law would continue to operate as non-REIT C-corporations if
the Administration’s proposal is implemented.

[Whereupon, at 2:53 p.m., the hearing was adjourned subject to
the call of the Chair.]
[Submissions for the record follow:]
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Statement of American Bankers Association

The American Bankers Association (ABA) is pleased to have an opportunity to
submit this statement for the record on certain of the revenue provisions of the Ad-
ministration’s fiscal year 1999 budget.

The American Bankers Association brings together all categories of banking insti-
tutions to best represent the interests of the rapidly changing industry. Its member-
ship—which includes community, regional and money center banks and holding
companies, as well as savings associations, trust companies and savings banks—
makes ABA the largest banking trade association in the country.

The Administration’s 1999 budget proposal contains several provisions of interest
and concern to banking institutions. Although we believe that the Administration’s
revenue plan contains several significant tax incentive provisions that would am-
plify well established policies, we are deeply concerned with a number of its revenue
measures. The subject revenue provisions would, in fact, impose new and additional
taxes on the banking industry rather than “closing loopholes.” As a package, such
revenue measures would, inter alia, inhibit job creation and the provision of em-
ployee and retiree benefits provided by employers while inequitably penalizing busi-
ness.

Our preliminary views on the subject provisions are set out below.

REVENUE MEASURES

Modify the Corporate-Owned Life Insurance Rules

The ABA strongly opposes the Administration’s proposal to modify the corporate-
owned life insurance rules. The subject provision would effectively eliminate cor-
porate owned life insurance that is used to offset escalating employee and retiree
benefit liabilities (such as health insurance, survivor benefits, etc.)—an activity that
promotes socially responsible behavior and should be encouraged rather than dis-
couraged. Cutbacks in such programs may also lead to the reduction of benefits pro-
vided by employers.

Specifically, the Administration’s proposal would eliminate the exception under
the pro rata disallowance rule for employees, officers and directors. Accordingly, as
un-borrowed cash values increase, the amount of interest deduction would be re-
duced. Such modification to current law would have unintended consequences that
are inconsistent with other Congressional policies, which encourage businesses to
act in a prudent manner in meeting their liabilities to employees.

Corporate owned life insurance as a funding source has a long history in tax law
as a respected tool. Moreover, federal banking regulators recognize that corporate
owned life insurance serves a necessary and useful business purpose. Their guide-
lines confirm that purchasing life insurance for the purpose of recovering or offset-
ting the costs of employee benefit plans is an appropriate purpose that is incidental
to banking.

The Administration’s proposal seeks to revisit this issue irrespective of the fact
that business use of corporate owned life insurance has been closely examined and
was, in effect, confirmed by Congress when it passed the Taxpayer Relief Act of
1997. That law created a specific exception for certain key employees. The subject
provision would impose a retroactive tax penalty on banking institutions that have
fully complied with established rules and have, in good faith, made long term busi-
ness decisions based on existing tax law. They should be protected from the retro-
active effects of legislation that would result in substantial tax and non-tax pen-
alties. Even though the provision is applicable on a prospective basis, the effect is
a retroactive tax on policies already written.

We urge you to reject this revenue provision.

Increased Information Reporting Penalties

The ABA strongly opposes the Administration’s proposal to increase information
reporting penalties. The banking industry prepares and files information returns to
report items such as employee wages, dividends, and interest annually, in good
faith, for the sole benefit of the IRS. The Administration reasons that the current
penalty provisions may not be sufficient to encourage timely and accurate reporting.
We disagree. Information reporting penalties were raised to the current levels as
part of the Omnibus Budget Reconciliation Act of 1989, P.L. 101-239. The sugges-
tion that this proposal would raise revenue presumes that corporations are non-
compliant, a conclusion for which there is no substantiating evidence.

Further, penalties typically are intended to discourage “bad” behavior and encour-
age “good” behavior, not to serve as revenue raisers. The Administration’s reasoning
that increasing the penalty amounts would decrease the number of taxpayers that
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incur penalties suggests that the penalties could be continually increased, from
year-to-year to maintain the revenue flow. Certainly, the proposed increase in pen-
alties is unnecessary and would not be based on sound tax policy.

Repeal Tax-Free Conversions of Large C Corporations to S Corporations

The ABA opposes the proposal to repeal Internal Revenue Code section 1374 for
large S corporations. The proposal would accelerate net unrealized built-in gains
(BIG) and impose a corporate level tax on BIG assets along with a shareholder level
tax with respect to their stock. The BIG tax would apply to gains attributable to
assets held at the time of conversion, negative adjustments due to accounting meth-
od change, intangibles such as core deposits and excess servicing rights, and recap-
ture of the bad debt reserve.

The Small Business Job Protection Act of 1996, P.L. 104-188, allowed financial
institutions to elect S corporation status for the first time. Effectively, the Adminis-
tration’s proposal would shut the window of opportunity for those financial institu-
tions to elect S corporation status by making the cost of conversion prohibitively ex-
pensive. We believe that such a change would be contrary to Congressional intent
to permit banking institutions to elect S corporation status.

Modify the Treatment of Closely Held REITSs

The Administration’s proposal to impose additional restrictions on the ownership
of real estate investment trusts (REITs) would have the unintended consequence of
eliminating a valid method used by banks and thrifts to raise regulatory capital.
The proposal would go beyond the current law 100 shareholder requirement for
REITs by prohibiting any one entity from owning more than 50 percent (measured
by both value and voting power) of a REIT. The proposal appears to be based on
the notion that closely held REITs can be used by taxpayers in abusive transactions.
However, raising bank capital to protect institutions from future economic
downturns is a legitimate use of a closely held REIT.

Currently, banks and thrifts may transfer real estate assets, e.g. mortgage loans,
in a REIT, with 100 percent of the common stock of the REIT held by the financial
institution and with preferred stock being issued to at least 100 outside investors.
The funds raised from the preferred stock issuance count as Tier 1 regulatory cap-
ital, which provides a cushion for the safety of the institution and its depositors.
The closely held REIT preferred stock issuance is an important alternative for
banks to have available as a funding source. The Federal Reserve Board has ap-
proved the use of certain preferred stock arrangements as a valid method for raising
Tier 1 bank capital, because, otherwise, bank holding companies would be at a com-
petitive disadvantage compared to non-bank financial companies and foreign-owned
banking institutions that can use tax advantaged structures to raise capital.

The Administration’s proposal is overly broad. Closely held REITs serve valid
functions that are consistent with the underlying purposes of the REIT provisions
as well as the broader concept of sound tax policy. The Service has demonstrated
that it can use regulations and notices to deal with its concerns about specific in-
vestment structures without asking Congress to restrict legitimate REIT structures.

Repeal the Crummey case rule

The Administration’s proposal would overrule the Crummey decision by amending
Section 2503(c) to apply only to outright gifts of present interests. Gifts to minors
under a uniform act would be deemed to be outright gifts.

The ABA opposes the Administration’s proposal to eliminate the Crummey rule
(Crummey v. Commissioner, 397 F.2d 82 (9th Cir. 1968). Many existing trusts,
which are administered by banks through their trust departments, rely upon the
Crummey rule as a tax planning technique. The Administration asserts, in the Gen-
eral Explanation of its proposal, that “[t]ypically by pre-arrangement or understand-
ing in more recent cases, none of the Crummey withdrawal rights will be exercised”
[referencing the Estate of Cristofani v. Commissioner, 97 T.C. 74 (1991)].

We believe the Administration’s assertion is incorrect. If there is a pre-
arrangement or understanding that the Crummey rights will not be exercised, the
Crummey rule will not be applied by the courts. In fact, in Cristofani the Tax Court
determined that there was no arrangement or understanding between the decedent,
the trustees, and the beneficiaries that the decedent’s grandchildren would not exer-
cise their withdrawal rights. The Court said that the question was not whether the
power was exercised, but whether it in fact existed.

The proposal to legislatively overrule the Crummey case would not only
countermine recent Congressional action to reduce, if not eliminate, “death taxes,”
but would also seriously undermine at least one of the important reasons taxpayers
use trusts for wealth transfer purposes.
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Eliminate Dividends-Received Deduction for Certain Preferred Stock

The Administration proposes to deny the dividends-received deduction for divi-
dend payments on nonqualified preferred stock that is treated as taxable consider-
ation in certain otherwise non-taxable corporate reorganizations. The Administra-
tion argues that such stock is sufficiently free from risk and from participation in
corporate growth that it should be treated as debt for purposes of denial of the divi-
dend received deduction. However, such nonqualified preferred stock is not treated
as debt for all tax purposes.

The ABA opposes this Administration proposal in that it would establish incon-
sistent tax policy and would amount to an inequitable tax increase. Certainly, items
received in income and treated as debt to a recipient should, at minimum, be cor-
respondingly deductible as interest expense to the payor. The instant proposal
would create a “lose-lose” tax trap for corporate taxpayers.

TAX INCENTIVE PROPOSALS

The Administration’s budget proposal also contains several significant tax incen-
tive provisions, which ABA fully supports.

Tax Credits for Holders of Qualified School Modernization Bonds and Qualified
Zone Academy Bonds

The ABA supports the provisions to expand qualified academy zone bonds and to
establish school modernization bonds. Banks are very interested in Education Zone
Academy Bonds because they could strengthen local communities and benefit the
families that reside there. We also believe these bonds will attract investment in
enterprise and poor communities by providing tax credits and Community Reinvest-
ment Act credits.

It is important for banks to be involved in all aspects of our local communities.
The banking industry recognizes that education is a key component of that involve-
ment and that there is an immediate need for improved infrastructure. We would
urge you to include this proposal in the fiscal year 1999 budget legislation.

Educational Assistance

The ABA supports the permanent extension of tax incentives for employer pro-
vided education. Many industries, including banking and financial services, are ex-
periencing dramatic technological changes. The provision is an important benefit to
many entry level employees and will assist in the retraining of employees to better
face global competition. Employer provided educational assistance is a central com-
ponent of the modern compensation package and is often used to recruit and retain
vital employees.

Research and Experimentation Tax Credit Extended for One Year

The ABA supports the permanent extension of the tax credit for research and ex-
perimentation. The banking industry is actively involved in the research and devel-
opment of new intellectual products, services and technology in order to compete in
an increasingly sophisticated and global marketplace. The banking industry has a
vested interest in ensuring that the research and experimentation tax credit re-
mains an appropriate incentive for banking institutions to improve efficiencies and
remain competitive. Banking institutions increasingly engage in sophisticated and
innovative research activities. These activities are currently being unreasonably
scrutinized and questioned through narrowly defined Treasury regulations and
audit positions, which we believe is inconsistent with Congressional intent. Along
with the extension of the tax credit, continued availability of the research and ex-
perimentation tax credit in the financial services industry should be an encouraged
and Congressionally supported incentive.

Contributions of Appreciated Stock to Private Foundations

The ABA supports permanent extension of the full fair market value income tax
deduction for gifts of publicly traded stock to private foundations. We agree that al-
lowing donors to deduct the full value of such stock encourages taxpayers to donate
the stock for charitable purposes.

Increase Low Income Housing Tax Credit Per Capita Cap

The ABA supports the proposal to raise the $1.25 per capita cap and urges its
inclusion in the fiscal year 1999 budget legislation.
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Simplify the Foreign Tax Credit Limitation for Dividends from “10/50” Companies

The Administration proposal would, inter alia, simplify the application of the for-
eign tax credit limitation by applying the look-through approach immediately to all
dividends paid by a 10/50 company, regardless of the year in which the earnings
and profits out of which the dividend is paid were accumulated.

The ABA supports legislative efforts to simplify application of the foreign tax cred-
it. We also support proposals to increase the capacity for taxpayers to claim foreign
credit for the taxes they actually pay. Further, we support legislative efforts in the
foreign tax credit area that recognize efforts by a taxpayer to reduce foreign taxes.

Access to Payroll Deduction for Retirement Savings

The ABA supports proposals to encourage and facilitate employee retirement sav-
ings. However, it is most important that providing expanded access to the payroll
deduction remain at the employer’s option. We are most concerned that such pro-
posal could impose unreasonable and overly expensive administrative burdens on
certain employers, which is contrary to recent Congressional efforts to reduce ad-
ministrative tax burdens.

CONCLUSION

We appreciate having this opportunity present our preliminary views on the tax
proposals contained in the President’s fiscal year 1999 budget. We look forward to
working with you in the further development of the revenue proposals to be con-
tained in the fiscal year 1999 budget.

Statement of America’s Community Bankers

Mr. Chairman and Members of the Committee:

America’s Community Bankers appreciates this opportunity to submit testimony
for the record of the hearing on the revenue raising provisions in the Administra-
tion’s fiscal year 1999 budget proposal. America’s Community Bankers (ACB) is the
national trade association for 2,000 savings and community financial institutions
and related business firms. The industry has more than $1 trillion in assets,
250,000 employees and 15,000 offices. ACB members have diverse business strate-
gies based on consumer financial services, housing finance, and community develop-
ment.

ACB wishes to focus on two provisions included in the Administration’s budget.
We urge the Committee to reject the Administration’s proposal to change the rules
for business-owned life insurance. On the other hand, we recommend that the Com-
mittee include in legislation, as soon as possible, the Administration’s proposal to
increase the low-income housing tax credit.

BANK-OWNED LIFE INSURANCE

ACB strongly disagrees with the Administration’s proposal to disallow deductions
for interest paid by corporations that purchase permanent life insurance on the lives
of their officers, directors, and employees. This disallowance is retroactive in that
it would occur with respect to life insurance contracts already in force. The Adminis-
tration’s proposal would revamp a statutory scheme enacted just last year. In 1997
Congress enacted a provision to disallow a proportional part of a business’s interest-
paid deductions on unrelated borrowings where the business purchases a life insur-
ance policy on anyone and where the business is the direct or indirect beneficiary.
Integral to this general rule, however, is an exception for business-owned life insur-
ance covering employees, officers, directors, and 20 percent or more owners. The
combination of the general rule and its exception implemented a sensible policy—
that the benefits of permanent life insurance, where they are directly related to the
needs of a business, should continue to be available to businesses

The Administration is now proposing that the implicit agreement made last year
be immediately broken by cutting back retroactively, for contracts issued after June
8, 1997, the exception to omit employees, officers, and directors. It would continue
to apply to 20-percent owners. Thus, a portion of the interest-paid deductions of a
business for a year would be disallowed according to the ratio of the average
unborrowed policy cash values of life insurance, annuities, and endowment contracts
to total assets. Insurance contracts would be included in this denominator to the ex-
tent of unborrowed cash values. (It also appears that a 1996 exception enacted
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would be repealed that permits an interest-paid deduction for borrowings against
policies covering key employees.)

The Administration’s proposal would result in a significantly larger loss of deduc-
tions for a bank or thrift than a similar-sized commercial firm because financial in-
stitutions are much more leveraged than commercial firms.

Financial institutions, because of their statutory capital requirements, have been
under a special constraint to look to life insurance to fund retirement benefits after
the issuance of FASB Statement 106 in December 1990. FASB 106, which was effec-
tive for 1992, requires most employers to give effect in their financial statements
to an estimate of the future cost of providing retirees with health benefits. The im-
pact of charging such an expense to the earnings of a company could be a significant
reduction in capital. Many financial institutions were faced with the necessity of re-
neging on the commitments they had made to their employees or finding an alter-
native investment. Many of these institutions have chosen to fund their pension, as
well as retiree health care benefits, using permanent life insurance.

The banking regulators have permitted financial institutions to use life insurance
to fund their employee benefit liabilities, but restricted the insurance policies that
may be used to those that do not have a significant investment component and lim-
ited the insurance coverage to the risk of loss or the future liability. See e.g., the
OCC’s Banking Circular 249 (February 4, 1991) and the OTS’s Thrift Activities Reg-
ulatory Handbook, Section 250.2. On September 20, 1996, the OCC issued Bulletin
96-51 which recognized the usefulness of permanent life insurance in the conduct
of banking and granted banks increased flexibility to use it—consistent with safety
and soundness considerations. The bulletin makes clear that the necessity to control
a variety of risks created by life insurance ownership (liquidity, credit, interest rate,
etc.) requires a bank to limit its purchases to specific business needs rather than
for general investment purposes. In addition, bank purchases of life insurance will
be limited by the need to maintain regulatory capital levels. (The other bank regu-
lators are apparently in agreement with the OCC position and may shortly formal-
ize similar positions.

The Administration’s proposed change in the current law treatment of business-
owned life insurance would require many financial institutions, because of the ex-
tent of their loss of deductions, to terminate their policies. Policy surrender would,
however, subject the banks to immediate tax on the cash value and possible cash-
in penalties that would reduce capital.

In most cases financial institutions have purchased life insurance to provide pen-
sion and retiree health benefits. If Congress were to make it uneconomical for busi-
nesses to purchase life insurance contracts, the employee benefits they fund would
inevitably have to be reduced. For the Administration to make business-owned life
insurance uneconomical, given its usefulness in providing employee benefits, is in-
consistent with the other proposals in the Administration’s budget proposal that
would enhance pension an other retiree benefits.

The Administration’s argument that financial intermediaries are able to “arbi-
trage” their interest-paid deductions on unrelated borrowings where they own per-
manent life insurance is unconvincing. The leveraging of their capital by banks and
thrifts to make loans is a vital component of a strong economy. The Administration’s
proposal would punish financial institutions, simply because they are inherently
much more leveraged, to a much greater extent than similar-sized commercial firms
for making what would otherwise be sound business decisions—to insure themselves
against the death of key employees or to provide for the retirement health or secu-
rity of their employees by means of life insurance.

This is the third year in a row that legislation has been proposed to limit the busi-
ness use of life insurance. This has now become unfair and unsound tax policy. It
is disingenuous to say that the BOLI exception must now be eliminated because
there may have been large recent policy purchases. If taxpayers have reason to be-
lieve that Congress is about to change its mind with respect to an exception and
they rush to act before an opportunity is lost, as may have happened with BOLI,
it is a case of blaming the victim to then say that the law is being changed because
of taxpayer action. In fact, companies may have been motivated to act as they other-
wise would not have, with respect to BOLI purchases, because of a perception that
the tax legislative process is fickle. If taxpayers are to focus on long-term business
benefits rather than short-term, tax-motivated considerations, they must be con-
fident that there is an implicit premise of consistency in the tax legislative process.
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Low-INCcOME HOUSING TAX CREDIT

America’s Community Bankers strongly supports the Administration’s proposal to
increase the per capita limit on the low-income housing tax credit from $1.25 to
$1.75. As an important part of the thrift industry’s commitment to housing, ACB’s
member institutions have been participants, as direct lenders and, through operat-
ing subsidiaries, as investors, in many low-income housing projects that were viable
only because of the LIHTC. The ceiling on the annual allocation of the LIHTC has
not been increased since the credit was created by the Tax Reform Act of 1986.
Many members institutions have communicated to ACB that there are shortages of
affordable rental housing in their communities and that, if the supply of LIHTCs
v&ﬁ:re increased, such housing could be more efficiently be produced to address this
shortage.

The LIHTC was created in 1986 to replace a variety of housing subsidies whose
efficiency had been called into question. Under Section 42 of the Internal Revenue
Code, a comprehensive regime of allocation and oversight was created, requiring the
involvement of both the IRS and state and local housing authorities, to assure that
the LIHTC is targeted to increase the available rental units for low-income citizens.
This statutory scheme has been revised in several subsequent tax acts to eliminate
potential abuses.

Every year since 1987, each state has been allocated a total amount of LIHTCs
equal to $1.25 per resident. The annual per capita limit may be increased by a re-
allocation of the unused credits previously allocated to other states, as well as the
state’s unused LIHTC allocations from prior years. The annual allocation must be
awarded within two years or returned for reallocation to other states. State and
local housing authorities are authorized by state law or decree to award the state’s
allocation of LIHTCs to developers who apply by submitting proposals to develop
qualified low-income housing projects.

A “qualified low-income project” under Section 42(g) of the Code is one that satis-
fies the following conditions. (1) It must reserve at least 20 percent of its available
units for households earning up to 50 percent of the area’s median gross income,
adjusted for family size, or at least 40 percent of the units must be reserved for
households earning up to 60 percent of the area’s median gross income, adjusted for
family size. (2) The rents (including utility charges) must be restricted for tenants
in the low-income units to 30 percent of an imputed income limitation based on the
number of bedrooms in the unit. (3) During a compliance period, the project must
meet habitability standards and operate under the above rent and income restric-
tions. The compliance period is 15 years for all projects placed in service before
1990. With substantial exceptions, an additional 15-year compliance period is im-
posed on projects placed in service subsequently.

Putting together a qualifying proposal is only the first step, however, for a devel-
oper seeking an LIHTC award. The state or local housing agency is required to se-
lect from among all of the qualifying projects by means of a LIHTC allocation plan
satisfying the requirements of Section 42(m). The allocation plan must set forth
housing priorities appropriate to local conditions and preference must be given to
projects that will serve the lowest-income tenants and will serve qualified tenants
for the longest time.

Section 42 effectively requires state and local housing agencies to create a bidding
process among developers to ensure that the LIHTCs are allocated to meet housing
needs efficiently. To this end the Code imposes a general limitation on the maxi-
mum LIHTC award that can be made to any one project. Under Section 42(b) the
maximum award to any one project is limited to nine percent of the “qualified basis”
(in general, development costs, excluding the cost of land, syndication, marketing,
obtaining permanent financing, and rent reserves) of a newly constructed building.
Qualified basis may be adjusted by up to 30 percent for projects in a qualified cen-
sus tract or “difficult development area.” For federally subsidized projects and sub-
stantial rehabilitations of existing buildings, the maximum annual credit is reduced
to four percent. The nine and four percent annual credits are payable over 10 years
and in 1987, the first year of the LIHTC, the 10-year stream of these credits was
equivalent to a present value of 70 percent and 30 percent, respectively, of qualified
basis. Since 1987, the Treasury has applied a statutory discount rate to the nominal
annual credit percentages to maintain the 70 and 30 percent rates.

The LIHTC has to be taken over 10 years, but the period that the project must
be in compliance with the habitability and rent and income restrictions is 15 years.
This creates an additional complication. The portion of the LIHTC that should be
theoretically be taken in years 11 through 15 is actually taken pro rata during the
first 10 years. Where there is noncompliance with the project’s low-income units
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during years 11 through 15, the related portion of the LIHTC that was, in effect,
paid in advance will be recaptured.

Where federally subsidized loans are used to finance the new construction or sub-
stantial rehabilitation, the developer may elect to qualify for the 70 percent present
value of the credit by reducing the qualified basis of the property. Where federal
subsidies are subsequently obtained during the 15-year compliance period, the
qualified basis must then be adjusted. On the other hand, certain federal subsidies
do not affect the LIHTC amount, such as the Affordable Housing Program of the
Federal Home Loan Banks, Community Development Block Grants, and HOME in-
vestment Partnership Act funds.

The LIHTCs awarded to developers are, typically, offered to syndicators of limited
partnerships. Because of the required rent restrictions on the project, the syndica-
tions attract investors who are more interested in the LIHTCs and other deductions
the project will generate than the unlikely prospect of rental profit. The partners,
who may be individuals or corporations, provide the equity for the project, while the
developer’s financial stake may be limited to providing the debt financing.

The LIHTC is limited, however, in its tax shelter potential for the individual in-
vestor. Individuals are limited by the passive loss rules to offsetting no more than
$25,000 of active income (wages and business profits) with credits and losses from
rental real estate activities. For an individual in the 28% bracket, for example, the
benefit from the LIHTC would be limited to $7,000. It should also be borne in mind
that such credits are unavailable against the alternative minimum tax liability of
individuals and corporations.

The Chairs of the Ways and Means Committee and its Subcommittee on Over-
sight recently requested the GAO to study the LIHTC program and, specifically, to
evaluate: whether the LIHTC was being used to meet state priority housing needs;
whether the costs were reasonable; and whether adequate oversight was being per-
formed. The resulting GAO report was generally favorable. See Tax Credits: Oppor-
tunities to Improve Quersight of the Low-Income Housing Program (GAO/GGD/
RCED-97-55, March 28, 1997). The GAO found that the LIHTC has stimulated low-
income housing development and that the allocation processes implemented by the
states generally satisfy the requirements of the Code. In fact, the GAO found that
the LIHTC was being targeted by the states to their very poorest citizens. The in-
comes of those for whom the credit was being used to provide housing were substan-
tially lower than the maximum income limits set in the statute. While the GAO
could find no actual abuses or fraud in the LIHTC program, it did determine that
the procedures that some states use to review and implement project proposals need
to be improved. The report also recommended a number of changes in the IRS regu-
lations to ensure adequate monitoring and reporting so that the IRS can conduct
its own verification of compliance with the law.

The only increase in the total amount of LIHTCs since 1987 has been through
population growth, which has been only five percent nationwide over the 10-year pe-
riod (floor statement of Senator Alphonse D’Amato, October 3, 1997). Had the $1.25
per capita limit been indexed for inflation since the inception of the LIHTC, as is
commonly done in other Code provisions, it would be comparable to the $1.75 limit
the Administration is proposing. According to the Joint Committee on Taxation, the
Consumer Price Index measurement of cumulative inflation between 1986 and the
third quarter of 1997 was approximately 47 percent. Using this index to adjust the
per capita limit, it would now be approximately $1.84. The GDP price deflator for
residential fixed investment indicates 38.1 percent price inflation, which would have
increased the per capita limit to approximately $1.73. (See Joint Committee on Tax-
ation, Description of Revenue Provisions Contained in the President’s Fiscal Year
1999 Budget Proposal (JCS—4-98), February 24, 1998)

More affordable low-income housing is currently needed. “Nearly 100,000 low cost
apartments are demolished, abandoned, or converted to market rate each year. In-
creasing the LIHTC would allow states to finance approximately 25,000 more criti-
cally needed low-income apartments each year” (floor statement of Senator Alphonse
D’Amato, October 3, 1997). “In the state of Florida, for example, the LIHTC has
used more than $187 million in tax credits to produce approximately 42,000 afford-
able rental units valued at over $2.2 billion. Tax credit dollars are leveraged at an
average of $18 to $1. Nevertheless, in 1996, nationwide demand for the housing
credit greatly outpaced supply by a ratio of nearly 3 to 1. In Florida, credits are
distributed based upon a competitive application process and many worthwhile
projects are denied due to a lack of tax credit authority” (floor statement of Senator
Bob Graham, October 3, 1997). “In 1996, states received applications requesting
more than $1.2 billion in housing credits—far surpassing the $365 million in credit
authority available to allocate that year. In New York, the New York Division of
Housing and Community Renewal received applications requesting more than $104
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million in housing credits in 1996—nearly four times the $29 million in credit au-
thority it already had available” (floor statement of Senator Alphonse D’Amato, Oc-
tober 3, 1997).

For all of the foregoing reasons, it seems clear to ACB that it is time to increase
the LIHTC.

Once again, Mr. Chairman, ACB is grateful to you and the other members of the
Committee for the opportunity you have provided to make our views known on the
Administration’s tax proposals. If you have any questions or require additional in-
formation, please contact Jim O’Connor at 202-857-3125 or Brian Smith at 202—
857-3118.

Statement of The New York Clearing House Association, The Securities
Industry Association, Independent Bankers Association of America, and
America’s Community Bankers

The undersigned associations, which represent a broad range of financial institu-
tions, including both large and small institutions, reiterate their strong opposition
to the Administration’s proposal to increase penalties for failure to file correct infor-
mation returns.

The proposed penalties are unwarranted and place an undue burden on already
compliant taxpayers. It seems clear that most, if not all, of the revenue estimated
to be raised from this proposal would stem from the imposition of higher penalties
due to inadvertent errors rather than from enhanced compliance. The financial serv-
ices community devotes an extraordinary amount of resources to comply with cur-
rent information reporting and withholding rules and is not compensated by the
U.S. government for these resources. The proposed penalties are particularly inap-
propriate in that (i) there is no evidence of significant current non-compliance and
(ii) the proposed penalties would be imposed upon financial institutions while such
institutions were acting as integral parts of the U.S. government’s system of with-
holding taxes and obtaining taxpayer information. In addition, we believe the pro-
posal is overly broad in that it applies to all types of information returns, including
Forms 1099-INT, -DIV, -OID, -B, —C, and —-MISC, as well as Form W-2.

THE PROPOSAL

As included in the President’s fiscal year 1999 budget, the proposal generally
would increase the penalty for failure to file correct information returns on or before
August 1 following the prescribed filing date from $50 for each return to the greater
of $50 or 5 percent of the amount required to be reported.! The increased penalties
would not apply if the aggregate amount that is timely and correctly rlendar year
is at least 97 percent of the aggregate amount required to be reported for the cal-
endar year. If the safe harbor applies, the present-law penalty of $50 for each return
would continue to apply.

CURRENT PENALTIES ARE SUFFICIENT

We believe the current penalty regime already provides ample incentives for filers
to comply with information reporting requirements. In addition to penalties for in-
advertent errors or omissions,? severe sanctions are imposed for intentional report-
ing failures. In general, the current penalty structure is as follows:

¢ The combined standard penalty for failing to file correct information returns
and payee statements is $100 per failure, with a penalty cap of $350,000 per year.

¢ Significantly higher penalties—generally 20 percent of the amount required to
be reported (for information returns and payee statements), with no penalty caps—
may be assessed in cases of intentional disregard.3

« Payors also may face liabilities for failure to apply 31 percent backup withhold-
ing when, for example, a payee has not provided its taxpayer identification number
(TIN).

1A similar proposal was included in President Clinton’s fiscal year 1997 and 1998 budgets.

2]t is important to note that many of these errors occur as a result of incorrect information
provided by the return recipients such as incorrect taxpayer identification numbers (TINs).

3The standard penalty for failing to file correct information returns is $50 per failure, subject
to a $250,000 cap. Where a failure is due to intentional disregard, the penalty is the greater
of $1100 or 10 percent of the amount required to be reported, with no cap on the amount of the
penalty.
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There is no evidence that the financial services community has failed to comply
with the current information reporting rules and, as noted above, there are ample
incentives for compliance already in place.? It seems, therefore, that most of the rev-
enue raised by the proposal would result from higher penalty assessments for inad-
vertent errors, rather than from increased compliance with information reporting re-
quirements. Thus, as a matter of tax compliance, there appears to be no justifiable
policy reason to substantially increase these penalties.

PENALTIES SHOULD NOT BE IMPOSED TO RAISE REVENUE

Any reliance on a penalty provision to raise revenue would represent a significant
change in Congress’ current policy on penalties. A 1989 IRS Task Force on Civil
Penalties concluded that penalties “should exist for the purpose of encouraging vol-
untary compliance and not for other purposes, such as raising of revenue.” Con-
gress endorsed the IRS Task Force’s conclusions by specifically enumerating them
in the Conference Report to the Omnibus Budget Reconciliation Act of 1989.6 There
is no justification for Congress to abandon its present policy on penalties, which is
based on fairness, particularly in light of the high compliance rate among informa-
tion return filers.

SAFE HARBOR NOT SUFFICIENT

Under the proposal, utilization of a 97 percent substantial compliance “safe har-
bor” is not sufficient to ensure that the higher proposed penalties apply only to rel-
atively few filers. Although some information reporting rules are straightforward
(e.g., interest paid on deposits), the requirements for certain new financial products,
as well as new information reporting requirements,” are often unclear, and inad-
vertent reporting errors for complex transactions may occur. Any reporting “errors”
resulting from such ambiguities could easily lead to a filer not satisfying the 97 per-
cent safe harbor.

APPLICATION OF PENALTY CAP TO EACH PAYOR ENTITY INEQUITABLE

We view the proposal as unduly harsh and unnecessary. The current-law
$250,000 penalty cap for information returns is intended to protect the filing com-
munity from excessive penalties. However, while the $250,000 cap would continue
to apply under the proposal, a filer would reach the penalty cap much faster than
under current law. For institutions that file information returns for many different
payor entities, the protection offered by the proposed penalty cap is substantially
limited, as the $250,000 cap applies separately to each payor.

In situations involving affiliated companies, multiple nominees and families of
mutual funds, the protection afforded by the penalty cap is largely illusory because
it applies separately to each legal entity. At the very least, any further consideration
of the proposal should apply the penalty cap provisions on an aggregate basis. The
following examples illustrate why aggregation in the application of the penalty cap
provisions is critical.

EXAMPLE [—PAYING AGENTS

A bank may act as paying agent for numerous issuers of stocks and bonds. In this
capacity, a bank may file information returns as the issuers’ agent but the issuers,
and not the bank, generally are identified as the payors. Banks may use a limited
number of information reporting systems (frequently just one overall system) to gen-
erate information returns on behalf of various issuers. If an error in programming
the information reporting system causes erroneous amounts to be reported, poten-
tially all of the information returns subsequently generated by that system could
be affected. Thus, a single error could, under the proposal, subject each issuer for

4 Also note that, in addition to the domestic and foreign information reporting and penalty
regimes that are currently in place, for payments to foreign persons, an expanded reporting re-
gime with the concomitant penalties is effective for payments made after December 31, 1998.
See TD 8734, published in the Federal Register on October 14, 1997. The payor community is
being required to dedicate extensive manpower and monetary resources to put these new re-
quirements into practice. Accordingly, these already compliant and overburdened taxpayers
should not have to contend with new punitive and unnecessary penalties.

5 Statement of former IRS Commissioner Gibbs before the House Subcommittee on Oversight
(February 21, 1989, page 5).

6 OBRA 1989 Conference Report at page 661.

7For example, Form 1099-C, discharge of indebtedness reporting, or Form 1042—S, reporting
for bank deposit interest paid to certain Canadian residents.
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whom the bank filed information returns, to information reporting penalties because
the penalties would be assessed on a taxpayer-by-taxpayer basis. In this instance,
the penalty would be imposed on each issuer. However, the bank as paying agent
may be required to indemnify the issuers for resulting penalties.

Recommendation:

For the purposes of applying the penalty cap, the paying agent (not the issuer)
should be treated as the payor.

ExAMPLE II—RETIREMENT PLANS

ABC Corporation, which services retirement plans, approaches the February 28th
deadline for filing with the Internal Revenue Service the appropriate information
returns (i.e., Forms 1099-R). ABC Corporation services 500 retirement plans and
each plan must file over 1,000 Forms 1099-R. A systems operator, unaware of the
penalties for filing late Forms 1099, attempts to contact the internal Corporate Tax
Department to inform them that an extension of time to file is necessary to complete
the preparation and filing of the magnetic media for the retirement plans. The sys-
tems operator is unable to reach the Corporate Tax Department by the February
28th filing deadline and files the information returns the following week. This fail-
ure, under the proposal, could lead to substantial late filing penalties for each re-
tirement plan that ABC Corporation services (in this example, up to $75,000 for
each plan).8

Recommendation:

Retirement plan servicers (not each retirement plan) should be treated as the
payor for purposes of applying the penalty cap.

Ex